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Proposed Revision of Partner and Part- 
nership ‘Taxation: Analysis of the 
Report of the Advisory Group 
on Subchapter x” 


(First Installment) 
DALE E. ANDERSON AND MELVIN A. COFFEE 


I n his introductory remarks to the Committee on Ways and Means 
Laurens Williams, a member of the Advisory Group, stated :* 


One of the major complaints, of course, of present subchapter K of the 
1954 code, which is the subchapter which comprehensively treats of the tax- 
ation of partners and partnerships, has been that it is very complicated, that 
it is intricate and very, very difficult to understand. It is sometimes asserted 
that only a sophisticated, erudite tax practitioner is able fully to understand 
what is provided in subchapter K. 


* This article was originally prepared as an analysis of the Report of the Advisory 
Group on subehapter K of the Internal Revenue Code of 1954. Work on the Advisory 
Report was completed near the end of 1957 and hearings before the Committee On Ways 
and Means were held in 1958 and 1959. On January 18, 1960, after this article was 
submitted for publication, Representative Mills introduced H.R. 9662 (86th Cong., 2d 
Sess.), which proposes extensive revisions to subchapters J and K of the 1954 Code. 
The Committee On Ways and Means reported the bill out of committee without amend- 
ment on January 28, 1960 [H.R. Rep. No. 1231, 86th Cong., 2d Sess. (hereinafter referred 
to as H.R. Rep. No, 1231)]. The House of Representatives passed H.R. 9662, as intro- 
duced, on February 4, 1960. 

H.R. 9662 is a revision of H.R. 4660 (86th Cong., Ist Sess. (1959)), which was the 
originial bill prepared by Representative Mills based on the Advisory Group Report. 
H.R. 4460 is the basis of this article. H.R. 9662 supersedes H.R. 4460. However, H.R. 9662 
is subject to further change in the Senate and Conference Committee before it becomes 
law and it would not seem advisable, therefore, to rewrite this article on the basis of 
H.R. 9662. It is believed, however, that the article will be more useful and timely by 
noting briefly, where necessary, that H.R. 9662 would require a different comment from 
that originally made by the authors, and this has been done. 

Date E. ANDERSON (C.P.A. Utah, 1956; B.A. 1953, LL.B. 1958, University of Utah; 
LL.M. in Taxation, 1959, New York University School of Law) is a member of the Utah 
Bar and an attorney in the Tax Division of the Department of Justice, Washington, D. C. 

MELVIN A. Corree (B.S.L., LL.B. 1957, University of Denver; LL.M. in Taxation, 
1959, New York University School of Law) is a member of the Colorado Bar. 

1 Hearings on General Revenue Revision Before the House Committee on Ways and 
Means, 85th Cong., 2d Sess., pt. 2, 2167-2168 (1958). ' 
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We all admit, we all agree and recognize, that there is much truth to that 
charge. But, even though there is truth to the charge that it is complicated, 
there are certain other truths that must be borne in mind in considering the 
problem. 

First of all, as Mr. Willis indicated, all of the problems in the taxation of 
partners and partnerships existed in the tax law prior to the adoption of sub- 
chapter K. The problems are not new. The problems are not created by the 
present subchapter K. They are problems which have existed in the taxation 
of partners and partnerships ever since 1913. They are problems that are in- 
herent in the total area. 


After preparing the following analysis of the proposed revisions 
of subchapter K the authors feel impelled to full acceptance of 
Mr. Williams’ statement. 

The purpose of this paper is to explore the current operation of 
the statutes to which the Advisory Group has proposed changes 
and to determine in what respect the changes will affect taxation 
of partnerships. Of course, time and space limitations require that 
this study be limited in scope, and it does not purport to be a com- 
prehensive coverage of the partnership tax law which may be found 
in books written on the subject by individuals who served as mem- 
bers of the Advisory Group.’ 

An attempt has been made to examine the sections of the Code 
individually where possible. However, some sections can only have 
meaning by relating them to other sections, and where this is the 
case, an attempt has been made to treat the various sections 
together. 


I. Section 702—IncoME AND CREDITS OF PARTNER 


A. BackGRouND 


Under civil law a partnership was considered to be an entity, but 
this concept was only partially carried over to the English common 
law via the law merchant.* When the Uniform Law of Partnerships 
was drafted by Dean Ames of Harvard Law School, just after the 
turn of the century, he incorporated the entity concept, but died 
before it was approved by the Committee.* After the death of Dean 
Ames, the Committee changed the draft and adopted the position 
taken by the English common law, 7.e., that a partnership is ‘‘an 
association of two or more persons to carry on as co-owners a 


2 WILLIS, HANDBOOK OF PARTNERSHIP TAXATION (1957) ; LITTLE, FEDERAL INCOME TAx- 
ATION OF PARTNERSHIPS (1952; Supp. 1957). 

3 Drake, Partnership Entity and Tenancy in Partnership: The Struggle for A Defini- 
tion, 15 Micu. L.REv. 609, 613-621 (1917) ; Note, 41 Cotum. L.REv. 698 (1941). 

4 Drake, supra note 3, at 622. 
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business for profit.’’ ° It is probably due to this unfortunate turn of 
events that there is so much confusion as to the nature of a partner- 
ship for both tax and non-tax law.® If the view espoused by Dean 
Ames had been adopted, it is likely that for tax purposes part- 
nerships would be treated similarly to corporations and the tax 
would be applied to the ‘‘entity’’ itself. However, the tax on the 
partnership form of doing business has always been imposed, with 
one exception in 1917,’ on the individual partners only and not on 
the business organization.® 

It is because of the schizophrenic nature of a partnership that 
there are complexities in partnership tax law not found elsewhere 
in the revenue laws. A constant awareness that a partnership, for 
tax purposes, is sometimes an entity ®° and sometimes an association 
of individuals 7° is required for an understanding of the operation 
of present subchapter K and the problems which give rise to some 
of the suggested revisions. The operation of both theories in the 
same statute is well illustrated in section 702 and is the underlying 
cause of the proposed revisions of this section. 

Section 702 had its genesis in section II D of the Revenue Act 
of 1913,1! which provided simply that a partner should be liable for 
income tax in his individual capacity for his ‘‘share of the profits 
of a partnership to which ... [he] would be entitled if the same 
were divided, whether divided or otherwise ... .’’ Under such a 
simplified provision, the partnership is treated as an entity for the 
purpose of computing ‘‘the profits of a partnership,’’ and all items 
of income and deduction * are accounted for in the partnership as 
if it were a taxpayer. The partners report their proportionate share 
of this net profit as ordinary income. Of course, this simple treat- 
ment may lead to inequities * and may cause severe restrictions on 


5 UNIFORM PARTNERSHIP ACT § 6. 

6 See, e.g., Helvering v. Smith, 90 F.2d 590 (2d Cir. 1937). 

7 Revenue Act of 1917, Sec. 201, 39 Strat. 1000. The tax was imposed on the partnership 
for war excess profits tax, and the partners were taxed on their distributive share of the 
partnership income. 

8 I.R.C. § 701 (1954). 

9 The entity theory treats the partnership itself as having an existence apart from the 
partners and as such it is capable of engaging in business transactions in its own right, 
apart from the partners themselves. 

10 The aggregate or the conduit concept views a partnership as an association of indi- 
viduals. Such concept does not recognize the business organization as having any existence 
apart from the individual partners. 

11 38 Srar. 169. 

12 The terms ‘‘income’’ and ‘‘deductions’’ are used throughout this paper in their 
broad sense, to include also gains, losses, and credits. 

13 Inequities may arise, for example, if partners are allowed deductions not allowed other 
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the type of agreements partners may enter into for tax purposes. 
For example, such a provision, literally applied, would void the 
effect of a partnership agreement providing that gains from the 
sale of property contributed by one partner should be allocable 
only to him, and would similarly prevent the allocation of income 
and deductions from specific sources to certain partners. 

It is not surprising that the first change in the original partner- 
ship tax provision provided that a partner should not include in 
his income from the partnership the proportionate part of the part- 
nership income derived from tax-free interest, which has always 
been entitled to special tax treatment.” It was by a process of 
natural evolution after this initial change that any item having 
special tax consequences to a partner should be considered as 
received by him directly from the source from which it is received 
by the partnership. This is the reason that some items of income 
are treated as if the partnership were a conduit and others as if 
the partnership were an entity. As an entity, the partnership re- 
ceives various items of income and expense and converts the 
amalgamation into a net partnership gain or loss, to be recognized 
as income or loss from the partnership by the partners. 

Section 702 presently segregates all the various items of income 
and deductions attributable to the operation of the business into 
nine categories. It also provides that each partner is to report his 
distributive share of each category separately in his individual 


taxpayers or are taxed on income not taxable to non-partner taxpayers. This could occur if 
the partnership were allowed a deduction for charitable contributions. The partners could 
exceed the limitation on charitable deductions by having the excess contributions paid 
through the partnership, which would itself be allowed a deduction. Also, a partner who 
would generally take the standard deduction could receive an additional tax benefit for 
charitable donations paid through the partnership. His share of the ‘‘ profits of a partner- 
ship’’ would be reduced by the charitable deduction, thus giving him the benefits of both 
the standard deduction and the charitable deduction. Further, any tax-free income would 
still be ‘‘ profits of a partnership’’ and would be taxed to the partners as a portion of their 
distributive shares. 

Among the first amendments to the Revenue Act of 1913 was a provision eliminating a 
partner’s proportionate share of tax-exempt interest from his distributive share (Revenue 
Act of 1916, Sec. 8(e), 39 Stat. 762) and excluding the charitable contribution deduction 
from computation of the partnership taxable income (Revenue Act of 1918, Sec. 218(d), 
40 Stat. 1070). The deduction for charitable contributions was first allowed under the 
Revenue Act of 1917, Sec, 201, 39 Star. 1000. As other concepts came into the tax law, 
it was necessary to make similar amendments to section 702 and its predecessors in order 
to avoid these inequities and loopholes. 

14 The reasoning here is that since all income and expense items enter into the computa- 
tion of the ‘‘ profits of a partnership,’’ it would not be proper, in the absence of a special 
statutory provision, to eliminate any of these items from this computation. Each partner 
is required to report his proportionate share of this net profit. 

15 See note 13 supra. 
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return. The character of each item entering into the computation 
of the first eight of these separate categories ‘‘shall be determined 
as if such item were realized directly from the source from which 
realized by the partnership... .’’?® The ninth category nets all 
income and deductions not reported separately in the first eight. 
In this last group fall all the ordinary expenses, such as rent, depre- 
ciation, utilities, interest, etc., and include all the income of the 
business from its usual operations.” 


B. Proposep CHANGES IN Section 702 


The Advisory Group proposes three statutory changes to section 
702. It is also recommended that the Committee Reports make clear 
the proper interpretation of section 702(b) concerning the level for 
determining the character of items of income and deductions. 

1. Proposed section 702(b). Section 702(b) provides: ‘‘The char- 
acter of any item of income, gain, loss, deduction, or credit included 
in a partner’s distributive share under paragraphs (1) through (8) 
of subsection (a) shall be determined as if such item were realized 
directly from the source from which realized by the partnership 

..”’ (italics added). The first Advisory Group change * would 
eliminate the italicized words. This -change would mean that all 
items of partnership income or expense will be taken into account 
by the individual partners ‘‘as if such item were realized directly 
from the source from which realized by the partnership ... .’’ The 
original statute adopted the pure entity approach and converted the 
myriad items of income and deduction into one net partnership 
income or loss. Adoption of the proposed change will represent the 
completion of an about-face, by treating a partnership as a pure 
conduit which passes all the income and deductions through to the 
partners. The change would do no more than coaify the present 
Regulations ?® which, for this purpose, already treat the partner- 
ship as a conduit. 


16 T.R.C. § 702(b) (1954). 

17 The only income not falling in this group would be income from sale of capital assets. 
L.R.C. § 702(a) (1) and (2) (1954); section 1231 assets, § 702(a) (3); dividend income, 
§ 702(a) (5); partially tax-exempt interest, § 702(a)(7); and as provided in Reg. Sec. 
1.702-1(a) (8) (1956). 

18 This is the first substantive change, although the Advisory Group also recommends a 
change in the organization of the statute. H.R. 9662, 86th Cong., 2d Sess. (1960), makes 
further changes in the language but the substance is the same as proposed by the Ad- 
visory Group. 

19 Reg. Sec. 1.702-1(a) (8) (ii) (1956) provides: ‘‘Each partner must also take into 
account separately his distributive share of any partnership item which if separately taken 
into account by any partner would result in an income tax liability for that partner dif- 
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It should be noted that although this section of the Code adopts 
the conduit concept, the partnership will still be treated as an entity 
for a limited purpose. All ordinary items of income and deduction 
are accounted for by the partnership, so that the individual part- 
ners need report only their proportionate share of this net amount 
rather than a share of each individual item.*° Here again, we find 
that the concept of the partnership as an ‘‘entity’’ has continuing 
usefulness, albeit as an accounting mechanism for accumulation of 
facts and figures.” 

The question which now presents itself is whether the nine sep- 
arate categories in section 702(a) have any continuing significance 
aside from the practical aspect as an accounting aid referred to 
above. The partner is required to account separately for his dis- 
tributive share of all items of income and deduction, and there 
would seem to be no purpose served by categorizing these items 
as is presently done in section 702(a). The separate categories have 
significance from a historical point of view, but it is probable that 
their separation now will lead to confusion in the statute.”! 

2. Proper interpretation of section 702(b). The Advisory Group ”* 
also recommends that the proper interpretation of section 702(b), 
regarding the level at which the character of the items is to be 
determined, be made clear by a statement in the Committee Re- 
ports *8 or, if necessary, by an additional statutory change.** Here 
again, the concept of the partnership as an entity or as an aggre- 
gate is the taproot of the problem. The statute states that ‘‘The 
character of any item of income... shall be determined as if such 
item were realized directly from the source from which realized 


ferent from that which would result if that partner did not take the item into account 
separately.’’ 

20 See p. 288 supra. 

20a Section 702(e) of H.R. 9662, 86th Cong., 2d Sess. (1960), also provides a partner- 
ship election for simplified reporting whereby the partnership is considered as an 
‘fentity’’ for all purposes except for reporting capital gains and losses, section 1231 
transactions, and dividends received by the partnership. Therefore, by an election the 
partnership may now be treated essentially as an entity which is almost a return to the 
original partnership entity concept adopted in 1913. 

21 See pp. 291-292 infra. The existence of the separate categories leads to the logical 
inference that the ‘‘character’’ as determined for the partnership will carry over to the 
partner. Section 702(e) of H.R. 9662, 86th Cong., 2d Sess. (1960), which provides an 
election for simplified reporting, makes it essential that categories 1, 2, 3, and 5 be 
retained in the statute. 

22 The Advisory Group Report is found in Hearings Before the House Committee on 
Ways and Means on Advisory Group Recommendations on Subchapters C, J, and K, 86th 
Cong., Ist Sess. 115 (1959). 

23 Id. at 18. 

24 Id. at 26. 
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by the partnership ....’’ * If it were clear that the partnership had 
no existence apart from the partners, for purposes of this one sec- 
tion this language could mean only that the partners themselves 
would treat each item of income or deduction as if the partner had 
sold the asset or incurred the expense in his capacity as an indi- 
vidual. This result must have been the intent of Congress, since the 
Committee Reports spell it out in unequivocal terms :*° 

Subsection (b) contains a ‘‘conduit’’ rule which makes clear that the char- 
acter of any item realized by the partnership, and included in a partner’s 
distributive share, shall be the same as though he had realized such item di- 
rectly, rather than through his membership in a partnership, from the source 
from which it was realized by the partnership and in the same manner. 


Such an interpretation means that a gain on the sale of an asset 
is capital gain or ordinary income, depending on the nature of the 
asset and the business in which the partner is engaged. Because of 
section 1231, the determination of capital gain or ordinary income 
would also be affected by the partner’s other transactions involving 
section 1231 assets. 

On the other hand, if the partnership has an existence apart from 
the partners, the statute could be interpreted so that a gain or loss 
will be capital or ordinary, depending on the partnership activities 
rather than those of the partners. This interpretation does not tor- 
ture the statutory language, even though it must ignore the Com- 
mittee Report,” since there is no mention whether the character of 
the item, i.e., capital or ordinary, is to be determined at the level 
of the partner or of the partnership. The statute refers only to the 
‘‘source’’ from which the item is realized and fails to state by 
whom it is realized—partner or partnership. 

When the language of section 702(b) is read in conjunction with 
section 702(a)(1), (2), and (3), it is difficult to support the prop- 
osition that the determination could be made at other than the 
partnership level. This is so because section 702(a) (1), (2), and (3) 
specifically states that a partner is to report his distributive share 
of ‘‘the partnership’s’’ ** gains and losses from sale or exchanges 
of capital assets and section 1231 assets. In order for the partner- 
ship to have ‘‘capital gains and losses,’’ it (the partnership) must 
be considered, for purposes of section 702(a), as a taxpayer.” If it 


25 I.R.C. § 702(b) (1954). 
26 §.Rep. No. 1622, 83d Cong., 2d Sess. 377-378 (1954) ; italies added. 
27 Ibid. 


28 Italies added. 
29 Unless the partnership is a taxpayer, it could not own capital assets, since this is a 


tax concept which is specifically defined in section 1221 as ‘‘ ‘capital asset’ means prop- 
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is a taxpayer for purposes of section 702(a), there is no reason why 
it could not be for purposes of section 702(b), and the capital or 
ordinary character of the particular item could thus be fixed at the 
partnership level. There are responsible tax authorities who have 
concluded that the determination is to be made at the partnership 
level,® but the Advisory Group believes the intent of the statute 
as a whole is to require the determination at the partner level. 

If the character of the items is to be determined at the partner- 
ship level, the partnership, for purposes of section 702(b), will be 
strictly a conduit for passing all the various items of income and 
deduction to the partners, but will at the same time be a taxable 
entity for the purpose of determining whether the items passing 
through the conduit are capital or non-capital in their nature. It was 
perhaps in part due to this complete conceptual anomaly that the 
Advisory Group felt the present law does ‘‘clearly fix the character 
of income at the partner level.’’ ** The Group’s interpretation is 
also based in part on the fear of loopholes ** which would be avail- 


erty held by the taxpayer ....’’ (italics added). Section 7701(a) (1954) states that 
‘¢when used in this title, where not otherwise distinctly expressed or manifestly incom- 
patible with the intent thereof—(14) ...the term ‘Taxpayer’ means any person subject 
to any internal revenue tax.’’ Since a partnership is not subject to tax (section 701 
(1954), it evidently is ‘‘incompatible with the intent’’ of the statute not to consider a 
partnership a taxpayer at least for purposes of section 702(a) (1954). 

80 See comments by the Association of the Bar of the City of New York, Hearings, 
note 22 supra, at 1017. RABKIN AND JOHNSON, 1 FEDERAL INCOME, GIFT AND ESTATE 
TAXATION § 16.07 (13) (1954) states: ‘‘The capital or noncapital character of gain or 
loss realized by a partnership on a sale of contributed property is determined by the 
character of the property in its own hands, not in the hands of the contributor.’’ 
WILLIS, HANDBOOK OF PARTNERSHIP TAXATION 39 (1957) states: ‘‘ Although the lan- 
guage of the statute and of the regulations could be more explicit, it seems that the tax 
character of an item is determined at the partnership level and section 702(b) merely 
requires that the same character follow through to the partners when they report their 
distributive shares of that item.’’ However, Mr. Willis, the chairman of the Advisory 
Group, has since changed his opinion and stated, ‘‘One of the embarrassments that I had 
was that in my book I rather weakly suggested that the Treasury Department thought 
the character was fixed at the partnership level.’’ Hearings, note 22 supra, at 21. See also 
Reg. See. 1.702-1(b) (1956), which paraphrases the Code and gives an example, stating 
that a sale of business property will be treated as a sale of such property by the partner, 
but then in the last sentence states, ‘‘ Similarly, a partner’s distributive share of part- 
nership . . . [hobby losses and charitable contributions] retains such character in the 
hands of the partner.’’ The use of these two emphasized words would seem to indicate 
that the Treasury thought the character as determined by the partnership is ‘‘retained’’ 
by the partner. 

31 Hearings, note 22 supra, at 20. 

82 For example, a dealer in real estate could convert some of his larger gains from 
sales of commercial property from ordinary income into capital gain by entering into 
a partnership which has as its purpose the renting of property. The agreement, pursuant 
to section 704(c) (2) (1954), would provide that any gain from sale of assets contributed 
by a partner would be allocable to the contributor, and when the partnership sold the 
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able if the character determination were to be made at the partner- 
ship level. 

Assuming that the proper level for determination of the charac- 
ter of the item is that of the partner, there is the additional ques- 
tion whether the partner is to be considered as engaging in the 
same business as that of the partnership.** The Revised Report 
prepared by the Advisory Group states that ‘‘account must be 
taken of the fact that the partnership is acting for the partners and 
thus that they are engaged in whatever business the partnership 
is.’’ ** If this conclusion follows as automatically as is assumed by 
such language, it is difficult to understand why it was felt necessary 
in the proposed revision of proposed section 751(c) (1) to state that 
‘‘The character of any property ... shall be determined ... as if 
the property were sold or exchanged directly by the person... 
relinquishing an interest in the property (giving due regard to the 
business, financial operation, or venture in which the partnership 
is engaged) ....’’ *» Even though the phrase in parenthesis should 
be more explicit, for purposes of clarity a similar provision should 
have been included in section 702(b).** 

The answer to the proper interpretation of proposed section 
702(b) does not seem to be as clear as the Advisory Group con- 
cludes it is. It therefore seems expedient to include an explicit pro- 
vision in the statute governing the level at which the character of 
the income is to be determined, and a provision similar to the pro- 
posal in section 751(c) (1) stating that a partner is to be considered 
as being engaged in the same business as the partnership. A state- 
ment in the Committee Reports would obviously be inadequate.* 


property it would be a capital gain and the dealer would then report capital gain rather 
than ordinary income. 

88 The Treasury Department made a recommendation which goes one step further than 
the Advisory Group and would also attribute the business of a ‘‘substantial’’ partner to 
the partnership. This would mean that all partners would be engaged in the same business 
as the partnership and in the same business as all ‘‘substantial’’ partners. Such a result 
seems to carry a good rule to an illogical extreme. See Hearings, note 22 supra, at 652 
and 663. 

34 Id. at 127. 

35 Id. at 163; italics added. 

85a Section 703(b) of H.R. 9662, 86th Cong., 2d Sess. (1960), does include this provi- 
sion: ‘‘due regard shall be given to any business, financial operation, or venture in which 
the partnership is engaged.’’ Therefore, the above comment would not apply to the 
House bill. 

36 See pp. 291-292 supra. Section 702(b) of H.R. 9662, 86th Cong., 2d Sess. (1960), 
includes explicit language which, if enacted, will settle this question in favor of the aggre- 
gate theory. The gain is to be computed in the partner’s income as if the ‘‘item were 
realized or incurred directly by the partner. ...’’ (italics added) 
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C. Proposep Section 702(d) 


Section 702(d) will now be referred to because the problems here 
are closely related to those of section 702(b). 

In addition to the question of the ‘‘character’’ of an item of in- 
come or deduction, there is also a problem of determining whether 
limitations imposed on the ineludibility or deductibility of any item 
of income or deduction are to be imposed at the partner or the 
partnership level. Examples of the kinds of limitation under con- 
sideration are the capital loss limitation of section 1211(b), the 
charitable contribution deduction limitation of section 170(b), and 
the limitation on the additional first year depreciation deduction of 
section 179(b).*7 

The ambivalence of the partnership ‘‘entity’’ or ‘‘aggregate’’ is 
here again responsible for the difficulty of determining at what 
level the limitations are to be imposed. The Advisory Group again 
chooses to treat the partnership as a mere conduit and recommends 
that the statute be amended to make clear that limitations are to be 
imposed at the individual taxpayer level and not at the partnership 
level.*®> The change in the statute is not intended to effect any 
change in the present law, but is intended to be a codification of 
the Regulations.* 

The question whether the word ‘‘limitation’’ as used in the pro- 
posal refers to the restriction on methods of depreciation is decided 
in the negative by the Advisory Group, since such a choice is con- 
sidered an election falling under section 703(b) rather than a 
‘‘limitation’’ on the allowable deduction. However, section 179(b) 
as introduced into the Code in the Technical Amendments Act of 
1958 imposes a dollar ‘‘limitation’’ on the additional first year 
depreciation allowable to the taxpayer. The intent of the Group’s 
proposal seems to-require an election of the method of depreciation 
by the partnership under section 703(b). However, the limitation on 
the maximum amount of newly-acquired property which is subject 
to such allowance is imposed at the partner level under proposed 
section 702(d). 

Because the word ‘‘limitation’’ is subject to different interpreta- 
tions than that considered proper by the Advisory Group, and in 


37 See Hearings, note 22 supra, at 128, for further examples of the limitations in 
question. 

38 This means, for example, that in computing taxable income, a partnership could have 
a million dollars of deductible exploration expenditures in a given year even though sec- 
tion 615(a) (1954) limits such a deduction to $100,000. Each partner would be limited to 
a maximum deduction of $100,000 regardless of his distributive share of such expenditures. 

39 Reg. See. 1.702-1(a) (8) (iii) (1956). 
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the light of the language in section 179(b) the statute should state 
that the word ‘‘limitation’’ does not include the deduction for de- 
preciation under section 167 but does include the additional depre- 
ciation deduction under section 179(b). This is the result the Treas- 
ury reached in the instruction forms for the 1958 partnership 
returns.*” 


D. Toe Entirry Versus Accrecate Conruict or Srecrions 702 
THROUGH 704 


The proposals in respect to section 702 would seem to eliminate 
any consideration of the partnership as an entity (except as an 
accounting mechanism). However, the entity concept will not dis- 
appear in partnership tax law even if all these proposals are ac- 
cepted. One need only look at section 703(b) to find the concept of 
the partnership ‘‘entity’’ in full bloom. 

Even though the partnership pays no tax and the character of 
the items of income and deduction are not affected in any way by the 
existence of the partnership, it must compute its taxable income. 
Section 703(b) provides that elections *° affecting the computation 
of partnership taxable income are to be made by the partnership— 
which is the adoption of the entity concept." It is likely that because 
of a suspicion that the partnership, even under section 703(b), is 
not exclusively an entity, that at least two groups * testifying be- 
fore the Committee recommended that there be a further clarifica- 
tion of the statute. It was felt necessary to make it clear that an 
election by the partnership should not affect a partner’s individual 
election concerning his income and deductions arising from non- 
partnership sources. At first blush, the possibility of such an inter- 


39a H.R. Rep. No. 1231, 86th Cong., 2d Sess. 23 (1960), provides: ‘‘It should be 
made clear, however, that your committee does not consider that the word ‘limitation’ 
as used in the amendment includes the restrictions on the choice of depreciation methods 
under section 167.’’ This Report does not state specifically that the word ‘‘limitation’’ 
is to apply to section 179(b). The section 179(b) deduction is not mentioned in the 
Report as one of the ‘‘limitations’’ which are covered by the amendment, but this is 
probably an oversight. 

40 The available elections to the partnership under section 703(b) (1954) involve such 
things as accounting methods, i.e., cash or accrual, and methods of depreciation. See Reg. 
Sec. 1.704—1(b) (1) (1956) for further examples. 

41 There are some restrictions on this entity concept, as is noted in the following 
discussion. 

42 Wallace M. Jensen, on behalf of the American Institute of Accountants, and Albert 
Cohen, representing the Chamber of Commerce of the United States, made substantially 
the same recommendation that ‘‘it [should] be made clear that an election made by a 
partnership be binding upon the partners only insofar as the income or deduction from the 
partnership is concerned.’’ Hearings, note 22 supra, at 688, 720-721. 
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pretation seems unlikely, but the Treasury Department must have 
felt that there was some question, since the Regulations have 
already adopted the interpretation contended for by these groups.** 

The elimination of ambiquity in section 702(b) concerning the 
level at which the character of items is determined would certainly 
be a worthwhile change. However, there are further problems of 
interpretation caused by the existence of the entity versus aggre- 
gate concepts in the basic provisions of sections 702, 703, and 704 
which are not resolved by the proposals. For example, a partner- 
ship agreement may provide that gains be shared in one ratio and 
losses in another. Partners entering into such an agreement would 
probably understand that there is a gain if income exceeds ex- 
penses, or, in other words, that they have gains if there is a net 
economic increase. Each partner’s share in such a case would be 
computed on the gain ratio. On the other hand, the partners would 
probably expect to share an economic loss on the loss ratio. The 
problem is whether the Code requires a different result. 

Section 703 requires a partnership to compute its taxable in- 
come.** In making this computation, the partnership may arrive at 
a net taxable income even though the partnership has sustained an 
economic loss. This result occurs because, for purposes of comput- 
ing taxable income, section 703 does not allow certain deductions 
which would economically be expenses of the business.** This result 
may also arise whenever the partnership incurs generally non- 
deductible expenses or has a net loss tax-wise but has net income 
because of capital gains. 

Section 704(b) requires the partner to determine his distributive 
share of income and deduction items ‘‘in accordance with his dis- 
tributive share of taxable income or loss of the partnership... .’’ 
Section 704(a) provides that the partnership agreement shall con- 
trol. These provisions make a partner’s distributive share of any 
item under section 702 uncertain if there is taxable income to the 
partnership but a net economic loss, and the partners share losses 
on a different ratio than gains.*® 


43 Reg. Sec. 1.704-1(b) (1) (1956). 

44 T.R.C. §§ 702(a) (9), 703(a), and 704(b) (1954). There is a complication involved 
in this computation. In computing the partnership taxable income, the determination 
whether section 1231 (1954) property exists, for purposes of the section 1202 (1954) de- 
duction, must be made at the partnership level. The determination whether gains or losses 
are capital or ordinary is made at the partner level where all section 1231 transactions 
are aggregated. 

45 These expenses are charitable contributions and taxes paid to foreign countries and 
possessions of the United States. 

46 Section 704(a) (1954) provides that ‘‘ A partner’s distributive share of income, gain, 
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Because of the two conflicting concepts of partnership existence, 
it seems fair to conclude that simplification of the statute is not 
forthcoming, but clarification could be attained by specifying in the 
statute which concept is applicable, and for what purposes. 


E. Proposep Section 702(c) 


The proposed change in this section is for the purpose of cor- 
recting a technical deficiency in the statute. For purposes of com- 
puting a partner’s gross income, section 702(c) requires him to 
report his distributive share of the partnership gross income. Sec- 
tion 707(c) also requires a guaranteed payment to be included in a 
partner’s gross income. Since the partnership gross income in- 
cludes the guaranteed payments, the Advisory Group believes that 
the statute seems to require a partner to include his distributive 
share of the guaranteed payment twice for purposes of computing 
his gross income. 

The Advisory Group was apparently of the opinion that the stat- 
utory language of sections 702(c) and 707(c) are open to the inter- 
pretation that guaranteed payments are required to be included 
twice in computing gross income. They do not believe that the same 
interpretation is applicable in computing a partner’s taxable in- 
come. Arthur Willis, chairman of the Advisory Group, stated to the 
Committee that in measuring a partner’s ‘‘gross income, you would 
have a double counting from the partnership. This does not enter 
into the computation of taxable income. It only enters in the special- 
ized areas where it is necessary to determine a taxpayer’s gross 
income ....’’ 47 This interpretation is open to serious question. 

Section 707(c), by its terms, only applies to sections 61(a) and 


loss, deduction, or credit shall, except as otherwise provided in this section, be determined 
by the partnership agreement.’’ The crux of the problem is in the determination whether 
a partnership agreement, to distribute the economic gains or losses in certain ratios, can 
be given effect in the light of the provisions of section 704(b). Section 704(b) provides 
that the partner’s distributive share of any item is to be determined according to his dis- 
tributive share of taxable income or loss if ‘‘the partnership agreement does not provide 
as to the partner’s distributive share of such item... .’’ (italics added) Since the 
partnership agreement does not specify that any ‘‘item’’ is to be treated in any particular 
manner, the statute would seem to require the shares to be determined on the distributive 
share of taxable income. The agreement says nothing as to the partner’s share of ‘‘tax- 
able income’’; the probability is therefore that the ‘‘gain ratio’’ provided in the agree- 
ment would control even though the partners did not so intend. Another possibility, which 
would seem somewhat unrealistic, would be to require an equal distribution to all part- 
ners, on the ground that under state law they are to share gains and losses equally in the 
absence of an agreement to the contrary. Since they had not agreed to a distribution of 
‘*taxable income,’’ state law should control. 
47 Hearings, note 22 supra, at 31. 
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162(a). However, section 61(a) does not have any purpose other 
than a definitional one. It does not require inclusion of any income 
or allow any deduction to a taxpayer. Therefore, any provision con- 
cerning section 61(a) could only have meaning if it affects the 
definition of ‘‘gross income.’’ Taxable income according to section 
63(a) ‘‘means gross income, minus the deductions allowed... .’’ In 
order to determine what gross income is, section 61(a) must be 
considered. Since section 707(c) applies to section 61(a), it seems 
clear that any change in section 61(a) because of section 707(c) 
is applicable whenever a definition of gross income is required. 

It could be that the Advisory Group believed there was no 
question of the statute requiring a double inclusion in a partner’s 
taxable income because no court would ever permit such a result. 
The authors agree that no court would ever require such a result, 
but believe that the problem of the proper statutory interpreta- 
tion does enter into the computation of taxable income and in all 
other areas where it is necessary to determine a taxpayer’s gross 
income. 

Inequities arise in a taxing statute whenever all taxpayers sim- 
ilarly situated are not similarly treated. The requirement of sec- 
tion 702(c) that a partner in computing his gross income must 
report his distributive share of the partnership gross income may 
lead to such inequities.** Requiring a partner to report his distribu- 
tive share of partnership gross income gives a partner tax treat- 
ment comparable to that given a sole proprietor. It differs substan- 
tially from the treatment he would receive as a shareholder in a 
corporation, as is pointed out in the following discussion. 

The computation of an individual’s gross income has importance 
in several areas.*® One common example is found in section 6501(e) 
(1)(A), which provides for assessment within six years if the 
amount omitted from gross income exceeds 25 per cent of gross 
income stated in the return. Section 702(c) requires that the part- 
ner use his distributive share of the partnership gross income in 
computing this percentage. Although section 6501(e)(1)(A) does 
not specify that the increase in gross income by application of 


48 The inequities of the statute may operate both for or against a partner, depending 
on the particular purpose for which it is necessary to compute gross income. For example, 
the statute may work against a partner where he would not be required to file a return 
but for the partnership gross income. Also, a partner may lose a dependency exemption 
if one of his dependents has less than $600 income but, because of membership in a 
partnership, does have in excess of $600 ‘‘gross’’ income. See I.R.C. §§ 151 and 152 
(1954). 

49 See Reg. Sec. 1.702-1(c) (1956). 
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section 702(c) will also increase the ‘‘gross income stated in the 
return,’’ such a construction must be inferred. If it is otherwise, 
there are very few section 702(c) cases where a partner’s ‘‘gross 
income’’ does not exceed the ‘‘gross income stated in the return.’’ 
Assuming that section 702(c) does apply to the partners ‘‘gross 
income’’ and to the ‘‘gross income stated in the return,’’ the basis 
for the computation of the 25 per cent is increased with no com- 
parable increase in the amount omitted from gross income.” Be- 
cause of this, a partner (or sole proprietor) is able to omit greater 
amounts from his income and still be subject only to the three-year 
statute of limitations than is a non-partner.™ If the statute does 
require the double inclusion where guaranteed payments are con- 
cerned, the same inequities would exist, but they are slightly 
aggravated.” 

The proposed amendment would make it clear that the amount 
included in the partner’s gross income computation under proposed 
section 702(c) would be his distributive share of the partnership 
gross income in excess of his guaranteed payment included under 
section 707(c). This would not remove the basic difference between 


50 If this assumption is incorrect, then the inequity is not prevented, it is simply re- 
versed. For example, in the discussion of the statute of limitations restrictions which 
follows, instead of the partner having an advantage, he will be put to a disadvantage. 

51 For example, if A is a 50 per cent partner in a partnership he would avoid the six- 
year statute of limitations on the following facts. Gross income of the partnership is 
$25,000. The partnership taxable income is $20,000. A’s share of the income is $10,000, 
which he includes in his return. He also has $3,000 income from a trust which he forgets 
to report. Ordinarily, in the absence of section 702(e) (1954), the six-year statute would 
apply because $3,000, the omitted amount, exceeds 25 per cent of the reported amount 
($10,000) or $2,500. By the application of section 702(c) the result is different. The gross 
income according to section 702(c) is 50 per cent of $25,000, or $12,500. The amount 
omitted is still only $3,000, but 25 per cent of $12,500 is $3,125, so that the omitted 
amount does not exceed 25 per cent of the amount reported, and the three-year statute 
is applicable. 

52 For example, assume the same basic facts as in note 51 supra, except that A is en- 
titled to a guaranteed payment of $5,000, and he forgets to report income from a trust 
in the amount of $4,000. His income from the partnership reportable in his return would 
now be $12,500. This is the $5,000 guaranteed payment plus 50 per cent of the $15,000 
partnership taxable income, or $7,500, totaling $12,500. A includes the $12,500 in his 
return. Twenty-five per cent of A’s share of the partnership gross income (50 per cent of 
$25,000), or $12,500, is $3,125, which is less than the omitted amount of $4,000, so that 
the six-year statute would ordinarily be applicable. 

However, the Advisory Group believes that sections 702(c) and 707(c) (1954) may be 
interpreted to require A’s gross income from the partnership to be computed as $17,500. 
This is the $5,000 guaranteed payment of section 707(c) and 50 per cent of the partner- 
ship gross income of $25,000, or $12,500, totaling $17,500 gross income. Twenty-five per 
cent of this latter amount is $4,375, which is greater than the omitted amount, so that 
the three-year statute would apply. . 
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the treatment of a partner (or sole proprietor) and others. It would 
serve to eliminate any aggravation of this different treatment.** 

It is believed that tax treatment of partners should more nearly 
correspond to that accorded shareholders in a corporation than that 
accorded a sole proprietor. For this reason it is felt that the pro- 
posed change would only serve to perpetuate a provision—section 
702(c)—which could best be dropped from the statute entirely. 
However, since under the tax statutes a partnership is often con- 
sidered as only an aggregate of the partners, it is entirely logical, 
for this purpose, to treat the partners as sole proprietors. 


II. Proposep Section 703(B) 


There is no conceptual difficulty in understanding the reason for 
this proposed change, since it is purely a relief measure and is 
recommended for enactment to reverse the effects of two Tax Court 
decisions. These cases held organizational expenditures to be capi- 
tal in nature and non-deductible by the partnership. 

Section 248 permits a corporation to elect to amoritize its organ- 
izational expenses. The provisions of the proposed amendments 
differ from section 248 in some material respects * and provide for 
a fixed period of 60 months to amortize any expense in connection 
with expenses of organizing a partnership or of drafting or amend- 
ing partnership agreements.** 

There are three basic policy determinations which would seem 
to be required before the Group’s proposals are approved or dis- 
approved. The first is whether partnership law is to be correlative 
with corporate law to the greatest extent possible or whether each 


52a The wording adopted by section 702(c) of H.R. 9662, 86th Cong., 2d Sess. (1960), 
varies from that proposed by the Advisory Group, but the consequence is the same as 
explained above. 

53 Abe Wolkowitz, 8 TCM 754 (1949), and Meldrum & Fewsmith, Inc., 20 T.C. 790 
(1953), aff’d on other issues, 230 F.2d 283 (6th Cir. 1956). 

54 The Advisory Group proposal differs from the corresponding provisions of section 248 
(1954), in that (a) the deduction is allowed without election and extends over a fixed 
period of 60 months; (b) organization expenses not deducted on date of termination are 
deductible in the year of termination (this is the result in the corporate area of court 
decisions, but there are no cases in the partnership area, probably because partnerships 
have habitually deducted such expenses currently, though such practice is contrary to the 
results of the two cases cited in note 53 supra; and (c) any expense in connection with 
obtaining capital will be deductible by the partnership, whereas a corporation is not 
allowed to deduct such expenses. See Hearings, note 22 supra, at 130. H.R. 9662, 86th 
Cong., 2d Sess. (1960), does not permit a deduction for expenses of obtaining capital. 

54a Section 703(b)(3)(A) of H.R. 9662, 86th Cong., 2d Sess. (1960), makes it clear 
that only the organizational expenses which are ‘‘incident to the creation of the 
partnership, or for the preparation of the initial written partnership agreement... .’’ 
are to be allowed as a deduction. 
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is to tread its separate path. There does not appear to be any basic 
justification for allowing a business operating as a partnership 
to take some deductions not allowable to an identical business 
operating as a corporation. The difficulty of correlating the two 
seems destined to continue for two reasons: first, a partnership is 
not purely an entity, and, second, legislative studies in tax law are 
undertaken by different groups composed of different individuals. 
It is therefore likely that any proposal which is believed to be an 
improvement over existing practice will vary as between partner- 
ship and corporate provisions, at least initially. There is no doubt 
that the Committee on Ways and Means has this policy question in 
mind, since the problem of uniformity and consistency between the 
sections was repeatedly the basis of questions posed by the chair- 
man.”° 

The second determination is whether the adoption of the statute 
with its broad provisions allowing a partnership to deduct expenses 
in connection with the preparation of an ‘‘agreement relating to 
the purchase or retirement of the interest of a withdrawing or 
deceased partner’’ will be interpreted to allow the deduction of 
estate planning expenses. Since buy-sell agreements are basically 
of an estate planning nature, it is felt that allowing partners to 
deduct such expenses may establish precedent for allowing an 
individual to deduct them and would eventually carry over to the 
corporate area as an allowable deduction to a corporation. On the 
other hand, a buy-sell agreement could be incorporated in the orig- 
inal partnership agreement as being basically a part of such agree- 
ment. When there are two documents prepared instead of one, there 
is no reason to treat the expense differently tax-wise. The solution 
to this problem would seem to require a clear statement in the 
Committee Reports and the Regulations, that the deduction of such 
expense by a partnership is felt to be intimately related to the costs 
of organizing and operating a business and is intended to be no 
precedent for the deduction of similar expenses by an individual. 
The possibility of such allowance carrying over to the corporate 
area is the same problem as discussed in the preceding paragraph, 
since if it is a business expense for a partnership, there does not 
seem to be any reason why it would not be a business expense to 
a corporation.*™ 


55 Id. at 48, 51, and 664. 

55a Section 703(b)(3)(A) of H.R. 9662, 86th Cong., 2d Sess. (1960), resolved this 
problem by not allowing a deduction to the partnership for organizational expenses unless 
they are incurred ‘‘for the preparation of the initial written partnership agreement (but 
not including any revision thereof or substitute therefor).’’ However, the entire cost of 
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The third policy determination involves a consideration of the 
advisability of allowing an immediate deduction for such expenses 
if they do not exceed a de minimis amount. For example, if such 
expenses do not exceed in the aggregate a fixed sum, i.e., $500, it 
would seem appropriate for the statute to provide that they are to 
be currently deductible. Since simplification of the statute is a 
prime purpose, and because approximately one-half of all part- 
nerships report net income of $5,000 or less, the expenses of this 
nature in de minimis amounts should be currently deductible. The 
bookkeeping required of a partnership under the current proposal 
could be unduly burdensome, and a de minimis rule would very 
likely have little or no adverse effect on the revenues. 


III. Section 705 anp Proposep Section 763—DETERMINATION OF 
Basis oF PARTNER’s INTEREST 


There are several times in the life of a partnership when it is 
necessary to determine the amount of a partner’s basis in the 
partnership. The partner’s basis must be known in order to com- 
pute gain or loss on sale or exchange of an interest * or on receipt 
of a liquidating distribution.®* Similarly, the deduction allowed a 
partner for partnership losses * and the basis of property (other 
than money) received in liquidation or other than in liquidation © 
cepend in part on the partner’s basis in the partnership. Also, a 
distribution in money, to the extent it exceeds the partner’s basis 
in the partnership, must be reported as a gain,® which is considered 
to be a gain on sale or exchange of his partnership interest.” 


preparing the initial agreement which includes buy-sell provisions would presumably 
be deductible. 

56 Hearings, note 1 supra, at 2160. 

57 L.R.C, § 741 (1954). 

58 I.R.C. § 731(a) (1954). 

59 I.R.C. § 704(d) (1954). 

60 I.R.C. § 732(a) and (b) (1954). 

61 According to Reg. Sec. 1.731-1(b)(2) (1956), this is true only if the partner 
receiving such distribution is not under an obligation to repay. If he has an obligation 
to repay, the distribution is treated as a loan which is governed by section 707 (1954). 

62 T.R.C. § 731(a) (1954). This provision in section 731, combined with the technical 
application of section 705 (1954), literally applied, could mean that a distribution during 
a year when the partner had a zero basis would be taxed to him as a capital gain. This 
would result even though his distributive share of the current partnership income would 
fuily cover such distributions, and he would be required to report such income in the 
same year under section 702 (1954). This interpretation was not adopted by the Treasury, 
and it is provided in Reg. Sec. 1.731—-1(a)(1)(ii) (1956) that ‘‘For the purpose of 
sections 731 and 705, advances or drawings of money or property against a partner’s 
distributive share of income shall be treated as current distributions made on the last 
day of the partnership taxable year with respect to such partner.’’ 
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Determination of a partner’s basis is essential to the operation 
of many provisions of subchapter K, and any basic changes in the 
method of computing basis would have far-reaching effects. How- 
ever, the proposal by the Advisory Group does not involve any of 
the complexities inherent in the computation of a partner’s basis. 
The proposal seemingly makes no change in existing law other than 
to shift the burden of proof, in some special circumstances, from 
the taxpayer to the Commissioner. Indeed, Mr. Willis’ testimony 
before the Committee indicates that the proposed change has no 
other purpose than to protect taxpayer partners from inexperi- 
enced revenue agents.** However, because it is necessary to under- 
stand the operation of this section in order to understand the opera- 
tion of sections 734, 743, 754, and 755 and the proposals respecting 
them, the operation of section 705 will be explored more fully than 
would seem warranted by the proposed changes therein.** 

To understand the operation of section 705 and the reason for the 
proposed changes, one must have a knowledge of the general basis 
provisions of subchapter O “ and the departure therefrom in sec- 
tion 705. It also demands a knowledge of how a different basis is 
obtained under the section 705(a) general rule and the section 705 
(b) alternative rule. 


A. Tue GENERAL RULE 


For purposes of section 705, the partnership is an ‘‘entity’’ apart 
from the partners, and conceptually the partners’ interest therein 
is the same as it would be in any other asset. The basis of an asset, 
according to the provisions of section 1012, is the ‘‘cost’’ of the as- 
set subject to certain adjustments. The general rule of section 705 
adopts the same approach as does section 1012, but the special ad- 
justments which are required are contained within section 705(a). 
These adjustments are different from the basis adjustments of sub- 
chapter O, because of the fact that although a partnership is a tax- 
computing entity, it pays no tax. Even though the adjustments are 


63 Hearings, note 22 supra, at 37. 

63a Section 705(b) (2) of H.R. 9662, 86th Cong., 2d Sess. (1960), uses different lan- 
guage than that proposed by the Advisory Group and as written keeps the burden of 
proof where it has always been—on the taxpayer. This is, of course, a result not desired 
by the Advisory Group. 

64 T.R.C. §§ 1011 through 1022 (1954). 

65 In general, section 705 (1954) provides that a partner’s basis is equal to his original 
contribution or purchase, plus the taxable income of the partnership, plus the non-taxable 
income and any allowance for depletion in excess of cost, and less the amounts withdrawn, 
net losses for each year a loss was sustained, and expenditures which were not deductible. 

66 If the partnership were not a tax computing ‘‘entity,’’ there would be no problem 











304 TAX LAW REVIEW [Vol. 15: 


different, the net result is the same, i.e., a basis which reflects the 
unrecovered tax cost. 

The partner’s basis for his interest in the partnership is separate 
and distinct from the partnership’s basis in its assets. However, 
since the partners pay the taxes on the partnership income, in order 
to avoid subsequent inequities the partner’s bases in the partner- 
ship should be equal to the partnership’s bases in its assets. If it 
were not so, the liquidation of a partnership could result in some 
accretions in value being taxed twice and some not being taxed at 
all. For example, if the partners’ bases are not decreased by the 
amount of the partnership’s non-deductible expenditures, any gain 
realized on liquidation would go untaxed to the extent that the bases 
were not adjusted. On the other hand, if the partners’ bases were 
not increased by the amount of the partnership’s non-taxable in- 
come, the gain on liquidation would be increased by the amount of 
such income, and the partners would be paying a tax on tax-free 
income. 

The correlation between the partners’ bases in the partnership 
and the partnership’s bases in its assets may be explained by use of 
some accounting concepts. A partnership’s net worth account is 
referred to as the proprietorship account. This account, for tax ac- 
counting purposes, is generally equal to all of the partners’ bases 
for their interests in the partnership.” The relationship of the part- 
nership’s assets, A, and liabilities, L, to the proprietorship, P, is 
mathematically illustrated by the formula A—L—P. Therefore, it is 
evident that all the changes in the partnership’s assets and liabil- 
ities, regardless of tax consequences, must result in corresponding 
changes in the proprietorship account. The basis adjustments pro- 
vided in section 705(a) keep the partners’ bases equal to the pro- 
prietorship account in all but a few cases, discussed below under 
The Alternative Rule. 





B. Tue AttTernative Rue 


The departure from the general pattern of subchapter O for basis 
determination comes into the statute by virtue of the alternative 
rule of section 705(b). Section 705(b) provides that a partner’s 
basis may be determined ‘‘by reference to his proportionate share 
of the adjusted basis of partnership property upon a termination of 
the partnership.’’ As was pointed out under the discussion of the 


here, since the partner’s basis would be represented by his distributive share of the basis 
(tax value) of the net assets, as is a proprietor’s interest in his business. 
67 The exceptions to this rule are discussed under THE ALTERNATIVE RULE below. 
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general rule, a partner’s basis will generally be equal to his portion 
of the proprietorship account. This account reflects the adjusted 
basis of partnership property. 

However, there are a few instances where a change in a partner’s 
basis is not mirrored by a corresponding change in the assets and 
liabilities of the partnership. This may occur if the partner trans- 
fers his interest in a partnership for a lesser or greater amount 
than his basis. The proprietorship of the partnership is not affected 
by such a transfer,® but the acquiring partner’s basis does not equal 
his proportionate share of the partnership’s assets because he 
takes a new cost basis for the interest he has acquired. 

Similarly, a partnership may make a distribution of cash or prop- 
erty to a partner under such circumstances that the basis of the 
partner’s interest is not affected to the same extent as the partner- 
ship net worth.” Such a result may occur when a partner receives 
a cash distribution in excess of his basis, which he does not repay,” 
or a distribution of property which in his hands will have a basis 
greater or less * than the basis it had in the hands of the partner- 
ship. For example, if basis to the partnership of the property ex- 
ceeds the partner’s basis in the partnership, then because of the 
requirements of section 732 the partner’s basis in the asset is lim- 
ited to his basis in the partnership. 

Transactions such as those described above will cause a partner’s 
basis in the partnership to vary from his portion of the proprietor- 
ship account of the partnership. The Advisory Group Report indi- 
cates that the same thing could occur when a contributing partner 


68 Section 754 (1954) does provide that the partnership may make a special election 
in cases such as this. The election has the effect of adjusting the partnership assets for 
tax purposes so that the partner’s basis and the proprietorship of the partnership would 
generally remain equal. 

69 T.R.C. § 742 (1954). 

70 It is important to keep in mind that this discussion involves the proprietorship of the 
partnership for tax purposes, which is geared to basis, and may or may not have any cor- 
relation with fair market value of the business or its assets or the proprietorship shown 
on the partnership books for accounting purposes. For example, for accounting purposes 
the partnership may record contributed assets at their fair market values, regardless of 
basis, and report depreciation at a greater or lesser rate than is permissible for tax 
purposes. 

71 See note 62 supra. Since a partner’s basis may not be reduced below zero (section 
705(a) (2) (1954) ), there is a difference in the partnership assets and the partner’s basis 
when a withdrawal in excess of basis is not repaid. 

72If the distribution is in liquidation of the partner’s interest, the same disparity 
results whether the basis of the property in the distributee-partner’s hands is greater or 
less than its basis to the partnership. If the distribution is not in liquidation, the basis 
in the transferee’s hands may be equal to or less than it was in the partnership’s hands 
but may not be greater. See I.R.C. § 732(a) (1954). 





306 TAX LAW REVIEW [Vol. 15: 


receives a partnership interest which has a value different from his 
adjusted basis in the contributed asset.** Such a result would seem 
to follow only in the event the contributed asset is subject to a lia- 
bility. Otherwise a partnership’s basis, by virtue of a contribution, 
is restricted to the partner’s adjusted basis in the contributed as- 
set.” If the partner’s basis does vary from the proprietorship ac- 
count in such circumstance, it only means that the books do not 
properly report the facts for tax purposes. As the partnership 
books, for accounting purposes, may reflect fair market values of 
assets at the time of contribution and may also differ greatly in 
other ways from what is required for tax purposes, which is geared 
to basis reporting, this difference should give no unusual difficulty. 
The result of the alternate method prescribed by section 705(b) 
differs from the general rule only in so far as there might be trans- 
fers or distributions as described above. As is evident from this 
analysis, the basis under either method will, in most partnerships, 
be equal. However, the Advisory Group seems to believe that the 
burden of tracing a partner’s basis from the beginning would be 
unduly burdensome if some inexperienced revenue agent were to 
force a taxpayer to follow the general rule. This could be a very real 
burden if the agent were to require the taxpayer to analyze all past 
years’ transactions to determine whether there were any transac- 
tions where the partner’s basis did not change with his proprietor- 
ship account. If it were not possible for the revenue agent to require 
such an accounting, it would be a simple matter to convert the basis 
obtained under the alternative rule to the general rule basis, as it 
would only require an adjustment. The adjustment would be deter- 
mined by an analysis of the transactions which affected the propri- 
etorship account differently than the partner’s basis. Such trans- 
actions would probably be few in number in any one partnership. 
Although the terms of the proposed revision may still require a 
computation using both methods,” the adoption of the reeommenda- 


73 Hearings, note 22 supra, at 38 and 132. 

74 Where the partner’s basis in the partnership is less than his share of the liability 
to which his contributed property is subject, his basis may not equal his proprietorship 
account. See Reg. Sec. 1.752-1(¢) (1956). 

75 I.R.C. § 722 (1954). 

76 Proposed section 705(a) (2) provides: 

*¢Limitation.—The adjusted basis of a partner’s interest shall not be determined under 
this subsection if it is established that there has been one or more— 

(A) contributions to the partnership, 
(B) transfers of interests in the partnership, or 
(C) distributions by the partnership, 
which would result in a substantial difference in the basis for a partner’s interest com- 
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tion could make the taxpayer’s task much simpler. The burden of 
proving a substantial difference in result would be shifted from the 
taxpayer to the Commissioner, and in the absence of such proof the 
amount of the partner’s proprietorship account, for tax purposes, 
would be considered as being equal to his basis.” The partnership 
has the available records, so that the shift of the burden does not 
appear to be entirely logical. However, for audit purposes, the Com- 
missioner does have access to the accounting records.** Adoption of 
the proposal would mean that the basic approach of subchapter O, 
which applies throughout the Code, will be abandoned ™ as the gen- 
eral rule for a different approach in the partnership area. Of course, 
this does not mean creation of an entirely new concept, but adoption 
of an already existing exception to the general rule. This may not 
be a serious objection, but adoption of special concepts for a prin- 
ciple as fundamental as basis determination may give the legisla- 
tors pause."* 


IV. Section 706 anp Proposep Section 764—TaxasLE YEARS 
OF PARTNER AND PARTNERSHIP 


There are two changes proposed in respect to this section of the 
Code. The Group also recommends that the Regulations pertaining 
to the change of a taxable year be worded less stringently. 


puted under this subsection than if computed under subsection (b), except that the ad- 
justed basis of a partner’s interest may nevertheless be determined under this subsection 
if such adjusted basis so computed is further adjusted (as required by regulations pre- 
scribed by the Secretary or his delegate) in a manner which eliminates any such substan- 
tial difference. ’’ 

77 The effect of the proposed statute is the codification of the language of the Regula- 
tions. If this also means approval of the examples given in the Regulations, there is con- 
siderable doubt as to the possibilities for tax avoidance by a selling partner when a 
partnership liability is not assumed by an incoming partner. Example (3) of Reg. Sec. 
1.705-1(b) (1956) increases the partner’s basis for his share of the partnership liabili- 
ties. If the incoming partner takes his interest subject to these liabilities but does not 
assume them, the distributor-partner’s basis is increased, but apparently the amount 
received would not be correspondingly increased. Parker v. Delaney, 186 F.2d 455 (1st Cir. 
1950), and Crane v. Comm’r, 331 U.S. 1 (1947), would not apply because in those cases 
the taxpayers had no personal liability for the debt, whereas a retiring partner would 
have such personal liability. 

78 I.R.C. §§ 7602 and 7606 (1954). 

79 There will not be a complete abandonment of the general rule (which follows the 
subchapter O approach), but there will be a subordination to the situations where it is 
particularly made applicable by the changes in the statute. 

79a As was previously pointed out section 705(b) (2) of H.R. 9662, 86th Cong., 2d Sess. 
(1960), does not shift the burden of proving a substantial difference in result, under 
the two rules, to the Commissioner. However, section 705 retains the provisions which 
may require a computation using both methods. . 
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A. Proposep Section 706(B) 


The first proposal would not change the current law but would 
codify the Regulations which interpret section 706(b)(1).% This 
section provides that a partnership ‘‘may not change to, or adopt, a 
taxable year other than that of all its principal partners unless it 
establishes ... a business purpose therefor.’? When a partnership 
has principal partners who do not have the same taxable year, the 
statute would seem to require the establishment of a business pur- 
pose for the adoption of any year. The proposed change would 
simply provide that a partnership may adopt the calendar year 
when the partners have different taxable years. 

Also, section 706(b) (2) provides that ‘‘ A partner may not change 
to a taxable year other than that of the partnership ... unless he 
establishes ... a business purpose therefor.’’ (italics added) These 
words are subject to the interpretation that a partner may change 
to the taxable year of the partnership without permission and need 
establish a business purpose for his change only if he is changing 
to a year ‘‘other than that of the partnership.’’ In order to conform 
this statute to the provisions of section 442, the existing provision 
would be eliminated and in lieu thereof it would be provided that 
‘*A partner may not change his taxable year except as provided in 
section 442.’? § 

In connection with this change, the Advisory Group objects to the 
language of the Regulations covering section 442, which states that 
a change in the taxable year of a taxpayer will ordinarily not be 
approved if the effect is a deferral of a substantial portion of the 
current tax.** The Advisory Group feels that the tax consequences 
should be only one of the factors taken into account in determining 
whether a change should be approved. The Treasury Department 
objects ** to any requirement that the wording of the Regulations be 
changed, since it feels that it is usually difficult to assess the bona 
fides of the business purpose, whereas the tax consequences can 
easily be determined. Since the business purpose will very likely be 
greater as the tax benefit increases, any formula would be difficult, 
if not impossible, to draft. The current Treasury position does have 
the virtue of being clear and comprehensible, but the objection, 
which seems valid, is that it is not flexible enough to take account 
of special circumstances. 

80 Reg. Sees. 1.706-1(b) (1) (ii) and 1.706-1(b) (2) (1956). 

81 Hearings, note 22 supra, at 135. 


82 Reg. Sec. 1.442-1(b) (1) (1957). 
83 Hearings, note 22 supra, at 665. 
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The proposed statutory revision does not change current practice 
and will be in keeping with the policy of the 1954 Code, which pre- 
vents a deferral of the reporting of partnership income. However, 
subchapter S has come into the law since the Group Report was 
prepared, and there may be some different policy considerations 
with regard to restricting the selection of a partnership year. By 
incorporating and making the subchapter S election, the business 
is able to select any taxable year it desires.** The extent of uniform- 
ity between the various provisions of the Code is, of course, a policy 
question, but it would seem unlikely that Congress will extend all 
the benefits of subchapter S to non-electing partnerships. This is 
particularly true when it is at least doubtful that Congress actually 
intended to allow partnerships to avoid the operation of section 706 
by an election under subchapter S even though it is clear that the 
statute does provide this result.® 


B. Proposep Section 764—Present Section 706(c) 


The second proposed change in section 706 would correct what 
must have been an oversight in the drafting of the 1954 Code. Prior 
to the enactment of the 1954 Code, there was some contention that 
the death of a partner would close a partner’s taxable year. In cases 
where the partner was on a different fiscal year than the partner- 
ship, this might mean that a partner would be required to report up 
to 23 months’ income in his final return.** In order to prevent the 
unfortunate effects of such a bunching of income in one year, Con- 
gress provided that a partnership year would not close for the part- 
ner or for the partnership because of the death of a partner. The 
language of the Committee Reports * clearly indicates that the pro- 


84 Reg. Sec. 1.442-1(c) (1957). For an explanation of the operation of subchapter 8, 
see Anthoine, Federal Tax Legislation of 1958: The Corporate Election and Collapsible 
Amendment, 58 CotuM. L.REv. 1157 (1958); Moore & Sorlien, Adventures in Subchap- 
ter S and Section 1244, 14 Tax L.REv. 453 (1959). 

85 Ibid. 

86 Such result would be possible because a partner under section 188 of the 1939 Code 
(as well as section 706(a) of the 1954 Code) reports the partnership income only at the 
termination of the partnership taxable year. When the partner’s year does not correspond 
with that of the partnership, he reports his share of the partnership income in his return 
for the year in which the partnership’s taxable year ends. Therefore, if a partner had a 
calendar year and the partnership a fiscal year ending January 31, the partner would be 
reporting the income from the eleven months of the prior year, plus the one month of the 
current year in his current year’s return. If he should die and thus terminate the part- 
nership taxable year on Deccmber 30, his final return would also include his share of the 
current eleven months income from February through December. This would mean that 
he was reporting a total of 23 months’ income in one year. 

87 §.Rep. No. 1622, 83d Cong., 2d Sess. 91 (1954) states: 

‘<Under present law there has been the contention that the death of a partner closes the 
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vision was intended mainly to prevent adverse tax consequences to 
a deceased partner’s representative. 

Although this provision was intended to be a relief measure, it 
is in fact a two-edged sword. The death of the partner on the day 
before the close of the partnership’s taxable year will prevent his 
successor in interest from reporting any partnership income for the 
decedent’s last year. If decedent’s main income was from the part- 
nership, a successor in interest would not be able to utilize the dece- 
dent’s deductions and exemptions for the year of the decedent’s 
death.®* If decedent were married, the successor in interest could 
also lose the advantage of filing a joint return if the income remains 
in the estate until after the close of the taxable year. 

In order to remedy this inequitable result, the proposed revision 
provides that ‘‘The taxable year of a partnership shall close with 
respect to a deceased partner as of the date of death... unless the 
successor in interest of such partner files an election not to close the 
taxable year. ...’’ ®® This provision will prevent the inequities in- 
herent in the present statute and because of the available election 
will likewise prevent the bunching of income in any one taxable 
year, which could occur if no election were provided. 


V. Section 707 anp Proposep Section 765—TRANSACTIONS 
BETWEEN ParTNER AND PARTNERSHIP 


A. BackGrounD 


At the time of the enactment of the 1954 Code, there was no stat- 
utory provision covering the treatment of a transaction between a 
partner and the partnership. There was confusion as to whether the 
partnership was to be regarded as an ‘‘entity’’ or as an ‘‘aggre- 
gate’’ of the partners. The few cases in which the question arose 


partnership year and the bunching of more than a year’s income in the decedent’s last 
year. Where the partnership and the partners are on different taxable years, this would 
have the effect of concentrating as much as 23 months’ income in the final return of 
the deceased partner, that is, the income for the partnership year ending within his taxable 
year and the income for the taxable year closed by the partner’s death. Both the House 
and your committee’s bill make it clear that the partnership year does not close upon the 
death of the partner. The partnership year will run to its normal conclusion, and the 
decedent’s share of the income for this year will be taxable to the estate... .’’ 

88 I.R.C. § 691(a) (1) (1954). 

8° Hearings, note 22 supra, at 136. 

90 The ‘‘entity’’ approach treats the partner as if he were a third party for purposes of 
the transaction with the partnership. The application of the ‘‘aggregate’’ theory could 
take several different tacks, i.e., treating a transaction between a partner and the partner- 
ship as if the partner had contributed property or money passing from him to the 
partnership. Any property or money passing to the partner would be treated as a distribu- 
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perpetuated the problem by adopting both concepts. Because of its 
simplicity of operation,” the 1954 Code adopted the ‘‘entity’’ ap- 
proach, but in order to prevent manipulations between a partner 
and a controlled partnership, for tax purposes, certain restrictions 
were imposed. 

The tax law treats each person as a taxable entity, and the tax is 
imposed on the person to whom the income is attributed.” Buying 
and selling of property gives rise to tax consequences which, in the 
absence of restrictions, would be subject to manipulation by a per- 
son having control over the other party to the transaction. This is 
not true in transactions generally, because the parties deal at arm’s 
length. Manipulation may take the form of shifting income from a 
higher to a lower bracket taxpayer, realizing a tax deductible loss 
not otherwise allowable,** or conversion of ordinary income to cap- 
ital gain.** The provisions of section 707(b) provide for the non- 
recognition of certain losses and treatment of certain gains as ordi- 
nary income when the transaction giving rise to the gain or loss is 
between a partner and a controlled partnership or between certain 
partnerships. The restrictions of section 707(b) are comparable to 
the provisions applicable in the corporate area under sections 267 
and 1239, but differ in some important respects which are ex- 
plained below. The Advisory Group proposals are directed to the 
operation of the restrictions imposed by section 707(b). 


tion by the partnership. Such an approach, however, would be ignoring the purported sale 
or exchange. In order to give recognition to the sale, the property could be considered as 
being distributed to all the partners, according to their capital ratios, followed by an 
immediate sale to the purchasing partner. For other concepts, see LITTLE, FEDERAL INCOME 
TAXATION OF PARTNERSHIPS §§ 3.5 and 4.4 (1952). 

91 §.Rep. No. 1622, 83d Cong., 2d Sess. 92 (1954). This ‘‘simplicity’’ of operation 
does not apply when it becomes necessary to impose special rules for transactions between 
the partner and the controlled partnership. For this purpose, it would be simpler to adopt 
the ‘‘aggregate’’ theory and ignore the purported sale (see note 90 supra). This approach 
would eliminate the need for special rules, as the basis rules would prevent the evils aimed 
at in the instances where the partner has control of the business. 

92 There are some exceptions to this general rule, e.g., married couples are allowed to 
report their joint income, and the tax liability is joint and several. I.R.C. § 6013(d) (3) 
(1954). See Note, The Married Woman and the Federal Income Taz, 14 Tax L.REv. 437 
(1959). 

93 This could occur in cases where an individual does not wish to give up economic con- 
trol of the property but does want to recognize an economic loss. By sale to his wife or 
controlled partnership, he would have a taxable transaction, but he would still retain con- 
trol of the property. 

94 Conversion of ordinary income to capital gain would be possible, for example, when 
an individual sells property which is depreciable to his wife or a controlled partnership 
at a gain. The gain is a capital gain, and the subsequent ordinary income will be pro- 
portionately reduced by the depreciation deduction. 

95 S.Rep. No. 1622, 83d Cong., 2d Sess. 387 (1954). 
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B. Section 707(8) Losszs 


Section 267 prevents a taxpayer from recognizing a loss on the 
sale or exchange of property if the purchaser has a certain defined *° 
relationship to the taxpayer.” Section 707(b) denies the recognition 
of a loss on a sale or exchange of property between a partnership 
and a partner who owns a 50 per cent interest in the partnership 
capital or profits. Comparability as to the result obtained by the 
two sections is just about restricted to the fact that both have non- 
recognition provisions. 

The constructive ownership rules of section 267(c) are adopted 
by the provisions of section 707(b)(3), but they are for the most 
part inapplicable. It is true that section 707(b) refers to transac- 
tions between a ‘‘partnership and a partner owning, directly or in- 
directly more than 50 percent ... interest’’ (italics added), but the 
word ‘‘partner’’ precludes the general operation of the constructive 
ownership rules. There is no provision which would make a related 
party a partner for purposes of this section.** Therefore, the in- 
direct ownership provision would only apply in family partnership 
situations, as that is the only time ‘‘a partner’’ would own ‘‘indi- 
rectly’’ an interest in partnership capital or profits. Any transac- 
tion between a partnership and any relative of a controlling partner 
would not be covered by the provisions of this section. To bring the 
operation of section 707(b) ® into harmony with section 267 on this 
point, the proposed statute uses-the word ‘‘person’’ in lieu of 
‘*partner.’’ This will mean that any transaction between a partner- 
ship and a partner or ‘‘related’’ party will result in non-recognition 
of loss. 

The constructive ownership rules are not applicable for purposes 
of creating a relationship between a partner and a corporation or 
a trust. The current section 707(b) would therefore not apply to 
transactions between a partnership and a corporation or trust 
which are wholly controlled by the partners. This is, of course, not 
true in the corporate and individual areas because of section 267(b). 
The Advisory Group therefore includes in the proposed section 765 
(a) provisions for non-recognition of loss between a partnership 


96 T.R.C. § 267(b) (1954). 

97 Reg. Sec. 1.267(b)-—1(b) (1) (1958): ‘*Since section 267 does not include members of 
a partnership and the partnership as related persons, transactions between partners and 
partnerships do not come within the scope of section 267.’’ 

98 Ibid. 

99 This provision will be contained in the proposed section 765(a). 
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and a corporation, a trust, or estate in which the same persons own 
common interests 7° of 50 per cent or more. 

Losses arising from transactions between special types of cor- 
porations *” are disallowed if one person owns more than 50 per 
cent of the stock of each. However, if any two businesses are part- 
nerships, the loss is disallowed if ‘‘the same persons own, directly 
or indirectly, more than 50 percent of the capital interests or profits 
interests.’’*°? This provision is ambiguous because the statute fails 
to state how the 50 per cent ownership is computed: (1) by first 
looking to each person’s ownership in both partnerships and then 
adding the partner’s minimum percentage owned in both partner- 
ships, or (2) by adding the percentages of all common owners in 
each partnership to see if ownership in each partnership meets the 
50 per cent test. The Advisory Group interprets the statute to re- 
quire the second result. This means that if A and B own two busi- 
nesses, X and Y, on a 10 and 90 per cent basis and a 90 and 10 per 
cent basis, respectively, a transaction between X and Y result- 
ing in a loss would be disallowed because the 50 per cent ownership 
test is met. In order to remove the ambiguity from the statute and 
to provide for the first result rather than the second, the proposed 
section 765 provides non-recognition when ‘‘the same persons own 
common interests of more than 50 percent.’’** Such a change 
would bring the treatment of controlled partnerships closer to that 
of the few special type corporations to which the non-recognition 
rules apply.’ It would still leave a wide disparity between the 
treatment of most controlled corporations compared to that ac- 
corded controlled partnerships,’” and for no apparent reason. 

When a loss is disallowed because of the operation of section 707 
(b), a gain on a subsequent sale is recognized only to the extent that 
the proceeds exceed the basis in the hands of the prior transferor.’ 


100 Common interest is a provision of the proposed section 765, which is adopted in 
order to correct deficiencies mentioned below. 

101 The non-recognition rules apply only to transactions between two corporations where 
one of them in the preceding year was a personal holding company or a foreign personal 
holding company. I.R.C. § 267(b) (3) (1954). 

102 T.R.C. § 707(b) (1) (B) (1954). 

103 Hearings, note 22 supra, at 138; italics added. 

104 Even in this narrow area they would not be the same, because the constructive owner- 
ship rules in the corporate area will give results different in some cases than would obtain 


in a partnership. 
105 There is no non-recognition provided for transactions between two corporations 


except in special cases. See note 101 supra. 
106 Section 707(b) (1954) states that on a subsequent sale ‘‘section 267(d) shall be 


applicable as if the loss were disallowed under section 267 (a) (1).’’ 
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When the transferee of the property is a partnership, the question 
arises as to the proper allocation of the gain which is not recognized 
because of the application of section 267(d). If the partnership 
agreement is silent, section 704 would probably require this part- 
nership gain to be distributed according to the distributive share of 
taxable income.” The Advisory Group feels that this is an undesir- 
able result, and that the adjustment should ‘‘be allocated among the 
partners in a manner which reflects the extent to which each of the 
partners’ interests ... caused the disallowance of the loss.’’*°° This 
would generally allow the benefits of the disallowed loss to benefit 
eventually the person (or a related party) who suffered the loss 
without tax benefit. 

The language adopted for this purpose leaves something to be 
desired. The Group was aware that problems will arise where a 
partner may later cease to be a partner. The Revised Report *” 
says, ‘This special allocation is, of course, to apply only to the ex- 
tent such partners remain in the partnership at the time of the sub- 
sequent transfer. Otherwise the allocation would be made in the 
manner provided by the partnership agreement.’’ The language of 
the proposed statute seems to fall short of providing what the 
Group felt was a matter of course. The more natural inference from 
the language of the proposed statute would be that the partner who 
acquires a retiring partner’s interest would be entitled to the ben- 
efit of the adjustment.” It was because of that ‘‘interest’’ that the 
loss was disallowed, and it is logical to allocate the adjustment to 
the partner who now owns it. The wording of this proposal would 
leave as much doubt as to the proper allocation of this adjustment 
as is presently true of the disappearing basis in section 306.1" Clar- 
ity and lack of ambiguity in the statute demand no less than a fur- 
ther amplification of the proper allocation of the adjustment re- 
ferred to in section 267(d) when there has been a change of partners 
in the partnership." 


107 See discussion pp. 295-297 supra. 

108 Hearings, note 22 supra, at 138. 

109 Ibid. 

110 There could be many more complexities where a partner sells only a part of his 
interest and remains as a partner. Also, where the partner sells his interest at different 
times to different persons, the interpretation of this statutory language would be doubtful. 

111 Although the statute is silent as to allocation of the disappearing basis on the sale 
of section 306 stock, Reg. Sec. 1.306-1(b) (2) Example (2) (1955) provides that the unre- 
covered basis is to be added back to the common stock with respect to which the pre- 
ferred stock was distributed. If this common stock had been disposed of first, the basis 
allocation is doubtful, at the least. 

111a Section 765(c) (3) of H.R. 9662, 86th Cong., 2d Sess. (1960), ignored the problem 
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©. Section 707(B) Garns 


Although the Senate Report '* states the provisions of section 
707(b) are comparable to those applicable to ‘‘corporations and 
controlling shareholders under sections 267 and 1239,’’ this com- 
parability seems restricted to the fact that both provide special 
treatment for certain gains and losses. The gain provisions of sec- 
tion 707(b) are subject to entirely different provisions from those 
of section 1239. 

The gain provisions are subject to some of the same observations 
as were made supra under the discussion of losses, which will not 
be repeated here.""* In addition, a controlled partnership receives 
different treatment from a controlled corporation, in that the con- 
structive ownership rules are different,* and section 1239 applies 
only to depreciable property while section 707(b) applies to all 
property other than capital assets.’” 

The Advisory Group recognizes the deficiencies in section 1239, 
but it sees no reason for treating controlled partnerships differently 
from controlled corporations and recommends a change to bring the 
two into accord. The recommendation is that section 707(b) be 


of allocation of gain among the partners under 267(d) when the transferee of the 
property was the partnership by leaving the Advisory Group proposal out of the 
statute. Presumably, therefore, any subsequent gain from sale of property where the 
partnership was the transferee and loss was disallowed under section 707(b) will be 
distributed to the partners according to their distributive shares of taxable income. 

112 §.Rep. No. 1622, 83d Cong., 2d Sess. 386 (1954). 

113 These problems concern the applicability of the constructive ownership rules and the 
ambiguity of section 707(b) (1)(B) (1954), which is also present in subdivision (b) (2) 
(B). 

114In section 1239 (1954), constructive ownership is limited to a spouse, minor chil- 
dren, and minor grandchildren, while section 707(b) (1954) adopts the constructive 
ownership rules of section 267(c) (1954) (except subparagraph (3)). Section 267(c) 
applies constructive ownership to brothers and sisters (by the whole or half blood), spouse, 
ancestors, and lineal descendants, and also includes rules for constructive ownership of 
stock. 

115 The property covered by section 707(b) (1954) which is not covered by section 1239 
(1954) is all property used in a trade or business which is not subject to an allowance 
for depreciation. This would include real property used in the trade or business, timber 
and coal, some livestock (but see Reg. See. 1.167(a)-6(b) (1956)), and unharvested 
crops. The reason this particular property could result in a capital gain but for section 
707(b) is because of the provisions of section 1231(b) (1954). If it were not for section 
1231, the results under sections 707(b) and 1239 would be the same even with the current 
wording. Section 765(b) of H.R. 9662, 86th Cong., 2d Sess. (1960), makes section 707 (b) 
applicable to all property other than capital assets as defined in section 1221 and land 
used in the trade or business. H.R. Rep. No. 1231, 86th Cong., 2d Sess. 32 (1960), 
explains that capital assets do not result in ordinary income whether held by a controlled 
partnership or by a partner. This is also true of land used in a trade or business, and 
since there is no allowance for depreciation deductible against ordinary income, the same 
tule is extended to such land. 
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changed to adopt the requirements of section 1239. This was neces- 
sary because the Group has no authority to recommend changes in 
section 1239, which is outside of subchapter K. The heart of the 
recommendation is not to give partnerships the benefits of the less 
stringent requirements of section 1239, but to focus the Committee’s 
attention on the need for uniformity in the two areas.’”® The solu- 
tion of this problem is basically one of policy and turns on the desir- 
ability of obtaining similar results in the corporate and partnership 
areas where there is no basic reason for a difference.” It seems 
appropriate to conclude that any change adopted will probably be 
in section 1239, to bring it closer to section 707(b), rather than vice 
versa,""™* 


VI. Section 708—ConTINvUATION OF PARTNERSHIP 


The closing of a partnership year at any time other than the close 
of the normal taxable year could result in the bunching of a part- 
ner’s income in one year.""* If the closing of the partnership year 
were discretionary with the partners, there would also be oppor- 
tunity for tax avoidance."® In order to prevent hardships or oppor- 
tunity for avoidance, section 708 provides for the continuation of a 
partnership except in certain restricted situations. 

Section 708(b)(1)(B) provides for the termination of a partner- 
ship if there is a sale or exchange of 50 per cent of the partners’ 
interests within a 12-month period. When the sale of the interest 
is to a partner, the partners effectively have the option of either 
terminating the partnership or continuing it. This election obtains 
because the partner may buy the interest outright, in which case the 
partnership is terminated by the terms of the statute. He may, how- 
ever, contribute the consideration to be paid to the partnership and 
then have the partnership liquidate the selling partner’s interest. 
Such a liquidation is not treated as a sale or exchange according to 
the Regulations.’”° 

In order to prevent this option on the part of the partners, the 


116 Hearings, note 22 supra, at 48, 51, and 138. 

117 See discussion pp. 300-302 supra, where this problem is discussed in relation to the 
proposals under section 703. 

117a Section 765(c)(2) of H.R. 9662, 86th Cong., 2d Sess. (1960), did not adopt the 
constructive ownership rules of section 1239 as advocated by the Advisory Group. This 
may be an indication that the constructive ownership rules of section 1239 will be 
changed to agree with those in section 267(c). 

118 See discussion of this problem, pp. 309-310 supra. 

119 Avoidance of tax could oceur for example by closing a partnership year in order to 
use up losses or deductions in a year where they would otherwise be lost because of the 
limited carryover provisions of section 172(b) (1954). 

120 Reg. See. 1.708-1(b) (1) (ii) (1956). 
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proposed change in section 708 provides that the partnership shall 
not terminate if the sale of a 50 per cent interest is made to partners 
who have been members of the partnership for at least 12 months. 
By stating the rule this way, the partners may not terminate the 
partnership by selling to another partner if he has been a member 
of the partnership for 12 months, but they may if he has been a 
partner for a period less than 12 months. Therefore, the same op- 
tion applies under the proposal, as currently exists, where the ac- 
quiring partner has been a member for less than 12 months. The 
Group Report recognizes this deficiency *** and suggests that the 
Committee correlate the treatment obtained by sale to that obtained 
by liquidation. A proper solution would seem to require the elimina- 
tion of the 12-month membership provision or treatment of a liqui- 
dating distribution as a sale or exchange, which would equate, for 
this purpose, the result for both sales and liquidations. 

Presently, section 708(b)(1)(B) refers to ‘‘a sale or exchange 
of 50 per cent’’ of partnership capital and profits within a 12-month 
period. If we are not concerned with a step transaction argument, 
it is possible to avoid a ‘‘termination’’ by selling 25 per cent one 
month and 25 per cent the next. The Group believes that the change 
in ownership should be determined by reference to all sales or ex- 
changes over the entire 12-month period rather than by reference to 
any one sale or exchange. The Group therefore proposes to amend 
‘a sale or exchange’’ to read ‘‘sales to or exchanges with.’’ *™* 


VII. Sections 721, 722, anp Proposep Section 724—InTEREST 
IN ParrnersHip CaprtaL ExcHANGED FOR SERVICES 


A. BackerounpD 

The exchange of property other than money by an individual for 
an interest in a business is ordinarily a taxable event.'*? However, 
Congress has determined that it is not proper to recognize the gain 
or loss on an exchange of property for an interest in a corporation, 
because there is no real change in economic position.’** If it were 
not for the provisions of sections 721 and 722, there would be some 
doubt whether a partner is required to report gain or loss on the 
contribution of property for an interest in a partnership.™ In order 


121 Hearings, note 22 supra, at 140. 

121a Section 708(b)(1)(B) of H.R. 9662, 86th Cong., 2d Sess. (1960), comes to the 
same result as the Advisory Group, but the House bill uses these slightly different words 
‘sales and exchanges which aggregate 50 per cent.’ 

122 T.R.C. § 1001 (1954). 

123 T.R.C. § 351 (1954). 

124 See section 113(a) (13) (1939) for the implication that a contribution of property 
to a partnership is a taxable event. 
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to codify the existing case law, these sections were included in the 
1954 Code * to make it clear that no gain or loss is recognized upon 
the contribution of property to a partnership in exchange for an 
interest in the partnership. 

Problems arise, however, when a partner contributes his services 
for an interest in the partnership capital. This may occur, for ex- 
ample, when some individuals are willing to supply the capital while 
others are to supply specialized skills, e.g., business management 
or architectural, engineering, or legal services. In this situation the 
service partner is not contributing ‘‘property,’’’**° and the non- 
recognition rules are not specifically applicable. However, it is said 
that there are some attorneys who feel that section 721 is broad 
enough by its terms to prohibit the recognition of gain by the serv- 
ice partner upon receipt of a capital interest in the partnership.'** 
The Regulations, on the other hand, take the position that a service 
partner is taxable when he realizes an interest in the capital of a 
partnership.'** Realization of a capital interest depends on all the 
facts and circumstances, but a partner is not considered to have 
realized a capital interest until there are no ‘‘substantial restric- 
tions or conditions on the compensated partner’s right to withdraw 
or otherwise dispose of such interest.’’ 1*° 

To one uninitiated in the complexities of partnership taxation, 
the problem of how to treat a partner who receives his capital inter- 
est by rendering services would not seem to give rise to great tech- 
nical difficulty. However, the Advisory Group proposals concerning 
this section are some of the most controversial in the whole area of 
partnership taxation.’*° Happily, the controversy is not occasioned 
by hypertechnical conceptual problems, but focuses more on the 
amount the partner is required to report as income. The Advisory 
Group agrees in principle with the position of the Regulations, but 
believes there should be a statutory basis therefor and declines to 
adopt the same solutions adopted by the Treasury in the Regula- 
tions. 


B. TREATMENT OF RELINQUISHING PARTNER AND AcQuIRING PARTNER 


1. Capital interest acquired—time for reporting income. A part- 
ner may receive his capital interest in the partnership for services 
rendered in the past or to be rendered in the future. The interest 


125 §.Rep. No. 1622, 83d Cong., 2d Sess. 388 (1954). 
126 Reg. Sec. 1.721-1(b) (1) (1956). 

127 Hearings, note 22 supra, at 55. 

128 Reg. Sec. 1.721-1(b) (1956). 

129 Ibid. 

180 Hearings, note 22 supra, at 53. 
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transferred may be given outright, without restrictions on the right 
to withdraw or dispose of it, or it may be granted subject to certain 
conditions, e.g., passage of time, rendition of service, or net worth 
position of the business. The Advisory Group proposal would re- 
quire the transferee-partner to report the income when the interest 
is exchanged if there are no restrictions on transferability. If the 
interest exchanged ‘‘is subject to restrictions or limitations as to its 
transferability,’’ *** the income would be reported when such re- 
strictions are removed. This result is essentially that required by 
the Regulations. The principal difference is the use of the term 
‘*substantial’’ in the Regulations in defining the restrictions on the 
transferability of the acquired interest. Mr. Willis’ testimony be- 
fore the Committee states that the Advisory Group on further re- 
flection has decided that the term ‘‘substantial’’ should be used in 
the proposed statute in referring to restrictions and limitations. 

Of course, the use of the term ‘‘substantial’’ is subject to a great 
number of interpretations. It will be most useful as an in terrorum 
provision to prevent a partner from inserting minor restrictions on 
his right to transfer his interest and thus delay the date of his in- 
come recognition. Since the statute also provides a deduction to the 
partnership which benefits the transferor-partner, it may well be 
that the adverse interests of the partners would be sufficient protec- 
tion to the Treasury without the use of the undefined word ‘‘sub- 
stantial.’’ 11" 

2. Nature of the capital interest acquired. The ‘‘service partner’’ 
is to receive a basis in the partnership property equal to the amount 
of income he is required to report on receipt of his partnership 
interest. This basis is actually a transferred interest. For example, 
if A and B each owns 50 per cent of a business and each agrees to 
give C an interest in the capital of 33-1/3 per cent in exchange for 
his services, A, B, and C will now have interests of 33-1/3 per cent 
each. The result is the same as if A and B withdraw cash from the 
partnership, contribute it to C, and then C contributes it to the 
partnership. The Advisory Group Report ** states that this is to 
be the result in all cases under the proposed change.’ 


131 Td. at 143. 

131a Section 770(c)(1) of H.R. 9662, 86th Cong., 2d Sess. (1960), has modified the 
Advisory Group proposal by including the word ‘‘substantial.’’ 

132 Td, at 141. 

133 There is some doubt as to whether the proposed statutory language will necessarily 
lead to this result in all cases. Section 704(c)(2) (1954) permits the partners to agree 
to share depreciation, depletion, or gain or loss on contributed property so as to take 
account of variations between the basis of the assets and their-fair market value at the 
time of contribution. Since the service partner’s interest is a transfer from the other 
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3. Amount of income to be reported by acquiring partner. The 
storm center of the controversy concerning the proposed section 
724 focuses on the amount of income the service partner shall be 
required to report. 

The goal aimed at by the Advisory Group was simplicity and 
symmetry in the statute. In order to achieve symmetry it is believed 
necessary to give the original partners a deduction of the same 
amount as the service partner is required to report as income. How- 
ever, the fair market value of the interest transferred may often be 
more or less than the transferor’s basis in said interest. If the trans- 
feror-partner is allowed a deduction of more or less than his basis, 
he would at the same time have a gain or loss on the transfer.1* In 
order to avoid this complexity, the Advisory Group recommends 
that the transferor-partner be allowed a deduction for the same 
amount as the acquiring partner includes in income. This solution, 
of course, changes the tax consequences which would normally fol- 
low when an individual distributes property as compensation out- 
side the partnership field. 

An individual is generally required to report as income the fair 
market value of any property he receives in exchange for his serv- 
ices.’ However, the Advisory Group elected to depart from this 
basic rule of tax law in the case of a service partner acquiring an 
interest in the partnership capital. The service partner is to report 
the least of several amounts. Whether his interest is subject to re- 
strictions or not, he will report thé lesser of the fair market value 
of the interest transferred as of the date of transfer or the trans- 
feree’s ‘‘proportionate share of the adjusted basis of the partner- 
ship property’’ as of the date there are no restrictions on the inter- 
est.7°° In addition, where the transferred interest is originally 


partners, it is possible to contend that the special treatment provided in section 704(e) (2) 
should carry over pro rata to the acquiring partner. For example, if A and B each trans- 
fers a 16-2/3 per cent interest to C for his services, 4 and B will reduce their basis in 
the partnership by the amount C reports as income. If A’s basis were acquired entirely 
from contribution of an appreciated property, it would appear reasonable that the special 
tax consequences attributable to A because of this property would now be enjoyed by C. 
This result is definitely not contemplated by the Advisory Group, but since the proposed 
statute says nothing concerning the nature of the acquiring partner’s interest, this possi- 
bility exists. An added clause to the effect that the acquiring partner’s interest is to be 
the same as if he had contributed cash would eliminate any doubt. 

134 See ILR.C. § 1001(b) (1954). 

135 Reg. Sec. 1.61-2(d) (1957). 

136 As was explained in the discussion of section 705 (1954) (pp. 302-307 supra), a 
partner’s basis in the partnership is generally equal to his share of the adjusted bases of 
the partnership assets. However, since a partner’s interest in partnership property does 
not necessarily fluctuate with his basis, this limitation may not correspond exactly with 
the basis of the interest the transferor is giving up. 
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subject to restrictions, if the fair market value of the services ren- 
dered *** is of lesser value than either of the other two amounts, 
only this amount is reportable as income by the acquiring partner. 

There does not appear to be any logical reason for this third lim- 
itation where the transferred interest is subject to restrictions. Mr. 
Williams in his report to the Committee intimates that this third 
limitation is a final safeguard to avoid taxing capital gain.'** How- 
ever, since the fair market value of the transferred interest at the 
date of transfer is a limitation on the gain to be reported, it is diffi- 
cult to see how restricting the gain to the value of the services ren- 
dered will further safeguard the partner from reporting as income 
increments in value which would generally be subject to capital gain 
treatment. On the contrary, it would appear that such a limitation 
would furnish a means whereby a partner would not be required 
to report the full value of the interest he receives. 

The transferee’s proportionate share of the partnership prop- 
erty is computed as of the time the acquiring partner reports the 
income, 7.e., when his interest is not subject to restrictions. This 
limitation is properly computed when the restriction is removed, so 
that an acquiring partner will not be required to report more income 
than the current tax base of the property received. This limitation 
would be operative in the event the value of the partnership busi- 
ness went down rather than up. 

Proposed section 724(c) is open to much criticism and is the basis 
for the controversy in this area. The authors feel that the tax law 
affecting partnerships should not vary from other tax law unless 
there are salient reasons therefor. Allowing the transferor-partner 
a deduction equal to his basis and requiring the acquiring partner 
to report the fair market value of the interest received would seem 
amore appropriate solution to the problem.’ Of course, this would 
prevent the desired symmetry of equality of deduction and income, 
but it would not be contrary to any principles of current tax prac- 
tice.**° 


137 The value of services generally means the value as they are performed. Therefore, 
the fair market value of services rendered must refer to the time such services were ren- 
dered and not to the time the capital interest was transferred or the restrictions were 
removed. 

138 Hearings, note 1 supra, at 2194. 

139 In order to prevent the acquiring partner from reporting income in excess of value 
received and to eliminate the possibility of taxing capital accretions as income, the statute 
could require him to report the lesser of the fair market value of the interest acquired 
at the date of transfer or at the date the restrictions are removed. 

140 Whenever a sale of property occurs, the deduction to the purchaser may have no rela- 
tion to the income reported by the seller. Section 770 of H.R. 9662, 86th Cong., 2d Sess. 
(1960), does not adopt the provisions exactly as proposed by the Advisory Group. The 





322 TAX LAW REVIEW [Vol. 15: 
C. Caprrau INTEREST Not INCLUDIBLE IN INCOME 


Section 724(d) is proposed so that a partner will not be required 
to report income upon receipt of a capital interest where a non- 
partner would not. Section 724(d) will not apply if the interest re- 
ceived would not be included in gross income under section 61(a). 
Income is not so included if a value cannot be placed on the prop- 
erty received, e.g., a percentage of future income. 

The enactment of such a provision is objected to by the Treasury 
because it would amount to tacit approval of the results of a few 
eases in an unsettled area of the law. Also, the Commissioner has 
ruled that ‘‘only in rare and extraordinary cases will property be 
considered to have no fair market value,’’ *? and enactment of this 
provision might be interpreted as a repudiation of that position. 
Enactment of this provision would be of no help to partners in any 
event, because the problem which exists with or without such a pro- 
vision is whether or not the interest received is income under section 
61(a). This is the problem encountered in the Burnett v. Logan *** 
line of cases and is not appropriate for development here.'*** 


VIII. Sections 731 anp 732—Exrent or RECOGNITION OF GAIN OR 
Loss on DistRIBUTION AND Basis or DistRIBUTED PROPERTY 


The changes proposed in these sections are substantively impor- 
tant, but they are solely the result of cross references to section 751. 
The proposed changes in section 751 which require changes in sec- 
tions 731 and 732 are the elimination of the definitions of unrealized 
receivables and inventory which has substantially appreciated in 


House bill adopts a solution which does not give the symmetry desired by the Advisory 
Group but does keep the partnership provisions, on this point, in accord with the tax law 
in non-partnership areas. 

The House bill provides that the partnership deduction shall not exceed the lesser of 
the relinquishing partners’ (1) adjusted bases in the interests relinquished or (2) portion 
of the income reported by the acquiring partner which is attributable to their relin- 
quished interests. 

The income reportable by the acquiring partner is the fair market value if there 
are no substantial restrictions on transferability. Where there are such restrictions the 
reportable income is limited to the lesser of (1) the fair market value of the services 
or (2) the fair market value of the partnership interest at the date of the exchange 
had there been no restrictions. Rather than use the fair market value of the services 
rendered as a limitation on gain, it would appear more logical to use the fair market 
value of the interest acquired on the date the restrictions are removed. 

141 See Burnett v. Logan, 283 U.S. 404 (1931). 

142 Rey. Rul. 58-402, 1958-2 Cum. Bu... 15. 

143 283 U.S, 404 (1931). 

143a Section 770 of H.R. 9662, 86th Cong., 2d Sess. (1960), rejects this Advisory Group 
proposal. 
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value and the adoption of the term ‘‘section 751 assets.’’ These 
changes are discussed under the analysis of section 751 and will not 
be repeated here. 


TX. Section 734—OptionaLt ADJUSTMENT TO Basis oF UNDISTRIBUTED 
PaRTNERSHIP PROPERTY 


Under III. Section 705 anp Proposep Section 763—DeEtTERMINA- 
TION OF Basis oF PartNER’s INTEREST, supra, it was stated that an 
understanding of the operation of section 705 is required for an 
understanding of section 734. As was pointed out, the partners’ 
bases in the partnership is generally equal to the partnership’s 
bases in its assets. However, it was also noted that in a few in- 
stances the changes in the partners’ bases in the partnership do not 
coincide with changes in the bases of partnership assets in some 
distributions of property, sales of partnership interests, or contri- 
butions to the partnership. Where changes in the partnership’s 
bases in its assets are not exactly the same as the changes in the 
partners’ bases, the adjustment of sections 734 and 743 become ap- 
plicable. A simple example will illustrate the type of transaction 
giving rise to a section 734 adjustment. The ABC partnership has 
the following balance sheet: 














Basis F.M.V. 

Cash $100 $ 100 
Property X 500 500 
Property Y 300 900 
Total $900 $1,500 
Proprietorship A $300 $ 500 
Proprietorship B 300 500 
Proprietorship C 300 500 
Total $900 $1,500 


Assume that X property is distributed to A in complete liquidation 
of his partnership interest. If no adjustment were allowed, the re- 
maining partners B and C would have a proprietorship interest of 
$600 in partnership assets, having a tax basis of only $400. A’s basis 
in the acquired X property is restricted to $300 by section 732(b). 
This would mean that there is a $200 loss of basis. 

In order to prevent this loss of basis, Congress enacted section 
734, which allows the partnership in the previous example to in- 
crease its bases in the remaining assets in the amount of $200." 


144 The adjustment provided by section 734 (1954) is available only in those cases where 
the partnership has made the election under section 754 (1954). 








324 TAX LAW REVIEW [Vol. 15: 


This adjustment will keep the sum of the partners’ bases equal to 
the partnership’s bases in its assets. 

Although the Committee Reports **° do not state that the purpose 
of this adjustment is to allow the partners to keep their proprietor- 
ship accounts equal to the partnership’s bases in its assets, this 
is the result obtained. Section 734 applies only to adjustments aris- 
ing because of distributions by the partnership. Section 743, dis- 
cussed later in this paper, provides for adjustments arising from 
the sale of a partnership interest. Section 754 requires that both 
sections 734 and 743 be elected if either is elected. The net effect of 
these two sections is to retain an equality between the partners’ 
bases in the partnership and the partnership’s bases in its assets. 
The result obtained by application of these two sections makes it 
reasonable to believe that the Congressional purpose in providing 
for these adjustments was to permit adjustment of the bases of 
partnership assets to coincide with changes in the partners’ pro- 
prietorship accounts. Mr. Willis must also believe that this was the 
Congressional intent, as he stated, ‘‘ Now, the intended purpose of 
section 734 was to maintain an adjusted basis for the partnership 
property that would conform to the aggregate of the adjusted bases 
of all partnership interests.’’ **° 

If section 734 had always been in the tax law and if partners had 
always elected to make the adjustments provided therein, there 
would be no difference between the partners’ bases in the partner- 
ship and the partnership’s bases in its assets so far as distributions 
of partnership property are concerned. However, section 734 did 
not come into the Code until 1954. Because of this, the bases of the 
partners’ interests in the partnership may differ from the bases of 
the partnership assets before section 734 is elected. Under the 
present rules of section 734, any difference in the partner’s and 
partnership’s bases which exists prior to the section 734 election 
will remain after the election. 


A. Increases on Decreases TO Basis or PartNersuip ASSETS. 


The Advisory Group feels that there should be a means whereby 
the partners’ and partnership’s bases may eventually be brought 


145 H.R.Rep. No. 1337, 83d Cong., 2d Sess. A229 (1954); S.Rep. No. 1622, 83d Cong., 
2d Sess. 393-394 (1954). 

146 Hearings, note 22 supra, at 62. H.R. Rep. No. 1231, 86th Cong., 2d Sess. 38 (1960), 
does state that: ‘‘The rules contained in section 781(a) are intended to provide a 
partnership with the option to maintain the same adjusted basis for partnership property 
in the aggregate, as is represented by the aggregate of the adjusted basis of all of the 
partnership interests. ’’ 
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into equality regardless of past events.’** In order to accomplish 
this result, the adjustment to partnership basis will be subject to 
an entirely different rule than is presently provided. Under the pro- 
posed rule, the adjustment to the partnership assets will be deter- 
mined in part by the reduction in the distributee-partner’s propor- 
tionate share of partnership assets. The amount which is to be 
added to or subtracted from the basis of the remaining assets ** is 
the difference between the partnership’s basis in the property dis- 
tributed and the reduction in the partner’s proportionate share of 
the partnership property. 

Whether the results obtained by the proposed changes are desir- 
able is doubtful. That they do not accomplish what was supposedly 
intended is almost certain. In testimony before the Committee 
Mr. Willis presented certain examples of how the present Code 
operates and how the proposed section would operate under similar 
facts.1*° These examples will be examined below. 

1. Redemption of a partner’s interest. In the example given by 
Mr. Willis, a redemption of A, B, or D’s interest for cash in the 
amount of $15,000 would require an increase in basis of remaining 


147 The Advisory Group comments, as to section 734, that the present rules do not give 
a ‘‘eorrect result’? and the proposed change will give ‘‘a more accurate result.’’ The 
tenor of the comment is that the object of the adjustment is to maintain the same bases 
for partnership assets as for partners’ interests. Since the present Code does not do this 
when there are differences before the election is made, the result is felt to be incorrect. 
The more accurate result contended for must obviously be for the purpose of bringing the 
two bases closer together. See Hearings, note 22 supra, at 145. 

148 Tf the basis of the distributed property is greater than the reduction of the partner’s 
proportionate share, then the partnership assets are increased and vice versa. 

149 The example used by Mr. Willis is as follows: 








Adjusted Fair market 
basis value 
Partnership assets: 

Cash $15,000 $15,000 
Inventory 13,000 15,000 
Depreciable property 2,000 15,000 
Total $30,000 $45,000 
Partnership liabilities —o— = 

Partners’ capital interest: 
A 4,000* 15,000 
B 13,000* 15,000 
D 17,000* 15,000 
Total $34,000 $45,000 


* These figures represent the basis of the partners in the partnership and not the amount 
of their capital interest. As can be observed, all three have equal interests in partnership 
eapital. 


Hearings, note 1 supra, at 2196. 
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assets in the amount of $5,000. The Advisory Group believes the 
purpose of section 734 is ‘‘to provide a partnership with the option 
to maintain the same adjusted basis for partnership property in 
the aggregate, as is represented by the aggregate of the adjusted 
bases of all of the partnership interests.’’ *° That this purpose is 
not accomplished under the proposed statute is painfully evident 
by a comparison of the bases of partners and partnership after such 
an adjustment.’ 

Mr. Willis’ testimony before the Committee also indicated that 
the proposed change is desirable because ‘‘it avoids the problems of 
a different adjustment to basis depending upon who is the distribu- 
tee partner. It also avoids the problem of ascertaining the distribu- 
tee partner’s base of his partnership interest in these cases.’’ 
The first of these advantages obtains only when all partners have 
equal interests. However, the adjustment will always be an increase 
or decrease, irrespective of which partner receives the distribu- 
tion, and the proportionate interest will determine the amount.’ 
The second desirable result mentioned is simply not attained. Since 
there is no proposal to eliminate sections 731 or 732, it will always 
be necessary to ascertain the distributee’s basis in the partnership. 

150 Hearings, note 22 supra, at 145. See note 149 supra. 


151 Using the example in note 149 supra, we can compare the adjusted bases of part- 
nership assets with partners’ bases in the partnership. 





Adjusted 
basis of Basis of 
partnership partners’ 
assets interests Difference 

Before redemption $30,000 $34,000 —$4,000 
If A’s interest is redeemed 20,000* 30,000 —10,000 
If B’s interest is redeemed 20,000* 21,000 — 1,000 
If D’s interest is redeemed 20,000* 17,000 3,000 


* These amounts are the undistributed $15,000 in assets, plus the $5,000 adjustment, 
which is computed as follows: 


Partnership basis in cash distributed is $15,000 
Distributee’s share of adjusted basis of assets: 

Before distribution, 1/3 of $30,000—$10,000 

After distribution —0— 10,000 
Adjustment to remaining property $ 5,000 
As is shown here, the difference in basis may increase from $3,000 to —$10,000 and may 
actually go from a difference in one direction of —$4,000 to a difference in the other 
of $3,000. 

152 Hearings, note 1 supra, at 2200. 

153 It is doubtful that there is any advantage to this similarity of adjustment, since 
usually partners will terminate their interests one at a time and it will be necessary to 
make separate computations. Also, the computation iself is not necessarily simpler, because 
the present computation will still be required for purposes of sections 731 and 732 (1954). 
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Just because it will not be necessary to make this computation for 
section 734 purposes is no benefit when it must be computed for 
other purposes in any event. 

2. Distribution without redemption of partner’s interest. The 
examples cited to the Committee all assumed a complete redemp- 
tion of a partner’s interest.“* When a partnership makes a distri- 
bution of property other than in redemption, section 734 is still ap- 
plicable. Under the proposed change rather bizarre results obtain. 

A partner’s interest in the capital of the partnership is gov- 
erned by the agreement of the partners.’” If the partners agree to 
share capital interest on a percentage basis and make distributions 
of partnership property to the partners, the proposed change in 
section 734 would permit adjustments in situations where logically 
there should be no adjustment at all. Assume a partnership AB 
has the following balance sheet: 





Basis F.M.V. 

Cash $ 10,000 $ 10,000 
Property X 50,000 100,000 
Property Y 40,000 90,000 
Total $100,000 | $200,000 
Proprietorship A $ 50,000 $100,000 
Proprietorship B 50,000 100,000 
Total $100,000 $200,000 


If the partners distribute X property to A, not in liquidation of 
his interest, he will have no gain to report, and he will now have a 
$50,000 basis in property X and a zero basis in AB partnership. 
Under present law, there would be no adjustment to basis of part- 
nership assets. Under the proposed change, the AB partnership will 
increase its basis in Y property by $25,000,’ and for no justifiable 
reason.?** 


154 Hearings, note 1 supra, at 2196-2199. 

155 Beaman v. De Shazor, 197 Ore. 669, 682, 255 P.2d 157, 163 (1953). See section 18 of 
the UNIFORM PARTNERSHIP ACT, which provides that in the absence of an agreement in 
settling accounts between partners, each shall first receive his contribution of capital or 
advances. 

156 The $25,000 adjustment is computed as follows: 

Basis of distributed property to partnership $50,000 
Less difference in A’s capital interest before and after distribution: 

Before —50 per cent of $100,000—$50,000 

After—50 per cent of 50,000— 25,000 25,000 








Adjustment to basis of remaining property : $25,000 
157 This result will not obtain where a partner’s capital interest varies with his basis 
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The proposed change would not only fail to achieve any desira- 
ble ends, but could in some cases result in adjustments having no 
logical relationship to the purported purpose of the statute.’® 


B. De Mintmus Rute 


In addition to the changes mentioned above, it is proposed to 
permit partnerships to refrain from making adjustments to basis 
where the amount of the adjustment is less than $1,000. This rule 
appears to have practicality in its favor. However, the proposed 
statutory language states that ‘‘the partnership shall not be re- 
quired to make any adjustments”’ of less than $1,000." 

This language is open to the interpretation that a partnership 
may elect to make some adjustments of less than $1,000 and not 
to make others. If this is a proper interpretation, a partnership 
could make all adjustments which increase the basis of partnership 
assets and not make those which will result in reductions in basis of 
less than $1,000. Such a rule is of obvious benefit to the taxpayer, 
but does not in fact accomplish the purpose of a de minimus pro- 
vision which has as its purpose the elimination of all insignificant 
adjustments. 

A solution accomplishing the purpose of a de minimus rule 
would require inclusion of additional language stating that a 
partnership may elect not to make.any adjustments to basis where 
the adjustment is less than $1,000. Such election would be binding 
as to plus as well as minus adjustments.» 


in the partnership, as in such a case his proportionate share of remaining assets would 
decrease in the same proportion as his capital interest decreases. In the cited example 
there would be no adjustment if A’s capital interest varied with the basis of his interest: 
Basis of distributed property $50,000 
Less capital interest: 

Before—50 per cent of $100,000—$50,000 

After—0 per cent of 50,000— —0— 50,000 








Adjustment to basis of partnership assets = won 

158 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A229 (1954). Section 781 of H.R. 9662, 86th 
Cong., 2d Sess. (1960), adopted the Advisory Group proposals almost verbatim. There- 
fore, all the above comments regarding section 734 are likewise applicable to the House 
bill. 


159 Hearings, note 22 supra, at 146. 

159a Section 781(a) of H.R. 9662, 86th Cong., 2d Sess. (1960), does not give the part- 
nership an election to make adjustments of less than $1,000, but states that ‘‘the part- 
nership shall not make any adjustment ... of less than $1,000.’’ This provision is in 
keeping with a de minimus rule, but is somewhat unfair in that it does not give the 
partners an election as to whether they will make all adjustments, de minimus or 
otherwise. 
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X. Section 735—CuHaractTer or GAIN or Loss rn THE Case oF SALEs 
or Excuances or Distrisutep Property 


When a partner receives a distribution of partnership property, 
he does not recognize gain except to the extent that any money dis- 
tributed exceeds his basis in the partnership.’ Current section 
751(b) requires some recognition of gain on certain disproportion- 
ate distributions. — 

As was pointed out earlier, a partnership pays no tax but does 
compute its taxable income. Because the partnership is a tax-com- 
puting entity, the character of its assets, i.e., capital or non-capital, 
is determined by taking into account the trade or business of the 
partnership.** Partners may or may not be personally engaged in 
the same trade or business as is the partnership. Therefore, in the 
absence of provisions such as section 735, partners could, in some 
cases, avoid ordinary income treatment and realize instead capital 
gain.’ This would be accomplished by distributing to the partners 
the property which would produce ordinary income if sold by the 
partnership. The distributee-partner could then sell the property 
and realize a capital gain, since in his hands the property would be 
capital in nature. 

In order to prevent this type of manipulation, section 735 pro- 
vides ordinary income treatment to the distributee-partner upon the 
subsequent sale of certain distributed property. The present law 
provides ordinary income treatment on subsequent sale of unreal- 
ized receivables 7° and inventory items ™ held five years or less. 

The Advisory Group feels that the elimination of section 751(b) 
from the Code will necessitate more stringent safeguards elsewhere 
in order to prevent partners from converting ordinary income into 
capital gain. One of the changes proposed in section 735 is the elimi- 
nation of the five-year holding period for inventory items. This 
would mean that inventory items sold by a distributee-partner will 
result in ordinary income regardless of the length of time they are 
held.?” 


160 I.R.C. § 731(a) (1) (1954). 

161 See I.R.C. §§ 703 and 1221 (1954). 

162 Section 751(b) (1954) prevents recognition of capital gain where the distribution 
is disproportionate. 

163 Unrealized receivables are defined for purposes of this section in section 751(c) 
(1954). 

164 Inventory items for purposes of this section are defined in section 751(d) (2) (1954). 

165 The authors feel the utility of this restriction is doubtful. Property of an inventory 
nature must generally be turned over currently to avoid losses on spoilage, obsolescence, 
depreciation, and changing tastes. 
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Also, since the changes in section 751 will eliminate the special 
definitions of unrealized receivables and inventory items, it became 
necessary to make corresponding changes in section 735. The solu- 
tion adopted by the Advisory Group was to make section 735 appli- 
cable to all section 751 assets, with the exception of section 1231 as- 
sets, which if sold would result in a net loss. Section 751 assets are 
defined to include these section 1231 assets which would result in a 
net loss if sold. Since any gain on this type of asset would be a capi- 
tal gain whether held by the partner or the partnership, the Advi- 
sory Group eliminated these particular assets from section 735 
treatment.’** 

In addition to the above changes, the Advisory Group feels that 
any person acquiring section 735 assets should not avoid ordinary 
income treatment if their basis is determined by reference to the 
distributee-partner’s basis. The present statute refers only to treat- 
ment to be accorded a ‘‘distributee partner.’’ Avoidance of section 
735 could be a simple process. If the partner makes a gift of the 
property to his spouse or child and the donee makes the sale, section 
735 would not apply.’ To avoid this obvious loophole, the section is 
made applicable to a sale by ‘‘ a distributee partner (or by a person 
whose basis for any property received from such distributee part- 
ner is determined in whole or in part by reference to the basis of 
such property in the hands of such distributee partner)... .’’ 1% 
Because of the importance of section 735, this change seems impera- 
tive. It was adopted by H.R. 9662 verbatim.’ 


XI. Section 736 anp Proposep Section 776—Amounts Pam To a 
RETIRING PARTNER OR A DECEASED PARTNER’S SUCCESSOR 
IN INTEREST 


Section 736 is applicable only to payments made in liquidation of 
a partner’s interest. In spite of its limited application, the Advisory 
Group believes,’ and the authors agree, that it is one of the most 
important sections in subchapter K. The distribution of a partner- 
ship’s assets on retirement of a partner’s interest need have no re- 


165a Section 751(a) of H.R. 9662, 86th Cong., 2d Sess. (1960), defines section 751 assets 
differently than does the Advisory Group proposal. Under the House bill section 1231 
assets which would result in a net loss if sold are not included as section 751 assets. The 
result of this change, so far as section 735 is concerned, is the same as under the Advisory 
Group proposal, but the terminology is different. 

166 See note 94 supra. 

167 Hearings, note 22 supra, at 148. 

167a 86th Cong., 2d Sess. § 735 (1960). 

168 Jd, at 43 and 65. 
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lation to the basis of the partner’s interest in the partnership. Be- 
cause of this, the liquidation of a partner’s interest will generally 
result in gain or loss to the distributee-partner and may have tax 
consequences to the partnership. 

An established, going business generally has a value in excess of 
the value of its assets measured separately. This additional value 
is generally referred to as good will and represents in part the ex- 
pectation of future profits. When a partner retires from a part- 
nership, it is proper that he should share in the value of this good 
will. Since a payment to a retiring partner in excess of his share of 
partnership assets is likely to be for the partnership good will, it is 
necessary to determine the tax consequences of such a payment.’” 

In 1954, Congress enacted section 736 to clarify the treatment to 
be accorded the distributee-partner and the partnership on liquida- 
tion of the partner’s interest. Here again, Congress was faced with 
the problem of determining whether, for this purpose, the partner- 
ship is to be regarded as an entity or as an aggregate of the part- 
ners. If the partnership is an entity, the liquidation of a partner’s 
interest would normally result in a capital gain or loss, as it would 
on liquidation of his ownership in any other capital asset. On the 
other hand, if the partnership is an aggregate, the liquidating part- 
ner would be required to ‘‘fragment’’ his gain or loss into the ordi- 
nary income and capital components. 

Congress elected to treat the partnership, for this purpose, as an 
entity. However, the gain or loss realized was not considered as cap- 
ital in all cases. The payment received for the partner’s interest in 
partnership property is treated as any other distribution under sec- 
tion 731 and, where applicable, section 751.1" The value of the part- 
ner’s interest in partnership property would be his share of the fair 
market value of the property. This value may be determined by the 
partners in an arm’s length agreement.'”” Any payment in excess of 
the payment for the partner’s interest in partnership property 
would be treated as ordinary income. Therefore, a partner could 
have capital gain on the difference between his basis in the partner- 


169 Td. at 67. 

170 It should be noted that the going business may have a negative as well as a positive 
good will, so that the retiring partner may receive less than his share of the basis of 
partnership assets. This would, of course, mean that he would suffer a loss rather than 
realize a gain. Also, excess payments may be made for purposes of obtaining control of a 
business or for other reasons not related to the good will of the partnership. Regardless 
of the reason for the payments to the retiring partner, it is necessary to determine the 
tax consequences to him as well as to the partnership. 

171 Reg. Sec. 1.736-1(b) (1) (1956). 

172 Ibid. 
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ship and his share of partnership property and ordinary income on 
any payments in excess of his share of partnership property. 

There were also two exceptions provided to the general entity ap- 
proach mentioned above. The first of these provides that any un- 
realized receivables are not to be considered as constituting a part 
of the partner’s capital interest in the partnership.’ This means 
that any amount received from the partnership on account of un- 
realized receivables will always result in ordinary income to the 
recipient. The second exception provides that good will, except to 
the extent that the partnership agreement provides for it, is to be 
treated as ordinary income to the recipient. Since the statute allows 
the partnership agreement to provide for good will, this seems *™* to 
allow the partners, by agreement, to convert a retiring partner’s 
ordinary income to capital gain. However, the statute also provides 
the partnership with a deduction (or exclusion) for payments which 
are ordinary income to the retiring partner and allows no deduction 
for capital payments. The interest of the retiring partner is opposed 
to that of the remaining partners so that in arm’s length agree- 
ments such conversion would be unlikely. 


A. DistRIBUTIVE SHARE OR GUARANTEED PAYMENT? 


The excess of the value of property received by a liquidating 
partner over the fair market value of his capital interest, plus the 
amount received on account of unrealized receivables and good will 
not provided for in the agreement, is the gain treated in section 
736 (a). 

The current section 736 uses language which implies that the pro- 
visions thereof are to apply only in case of payments made. This 
would in effect place all partners and partnerships on a cash basis 
for purposes of this section. This result must not have been in- 
tended, since section 736(a)(1) provides that payments which are 
determined with regard to partnership income are to be treated as 
distributive shares. This provision would be meaningless if pay- 
ments were required to be made before the income of the partner- 
ship is computed. As a practical matter, a partnership’s income can- 
not be determined until after the close of the taxable year. Payment 
based on said income within the taxable year with respect to which 
it is determined would not be possible. The Regulations solved the 
dilemma created by the statutory language by providing that sec- 


173 The House Report also included substantially appreciated inventory in this exception, 
but it was eliminated in the Senate. H.R. Rep. No. 1337, 83d Cong., 2d Sess, a230 (1954). 


174 See note 190 infra. 
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tion 736(b) payments must be paid in the taxable year, but section 
736(a) payments are included in the recipients income for the tax- 
able year in which the partnership is entitled to deduct the amount 
as a guaranteed payment or in which the payment is considered a 
distributive share.’” 

A problem of interpretation also arises in the current section 736 
in those cases where the payment to be made is determined by the 
income of the partnership but payment is deferred or made in equal 
annual installments. For example, the amount to be distributed may 
be ten per cent of the previous five years’ income but is to be paid in 
ten future equal annual installments. Literally applied, the statute 
seems to require that each payment made to the distributee-partner 
result in an adjustment of the distributive share of the partnership 
for those years whose income determined the payment being made. 
Such a requirement is obviously impractical, and payments deter- 
mined in the above manner should be treated as guaranteed pay- 
ments. 

The Advisory Group recommends an amendment to the statute to 
give a statutory basis for treating payments which are determined 


175 Reg. Sec. 1.736-1(a) (5) (1956). One of the authors, Dale E. Anderson, agrees with 
the Advisory Group analysis of section 736. The other author, Melvin A. Coffee, believes 
that present section 736 applies only to payments actually made and does not apply if 
amounts are payable but are not paid. He likens section 736 to section 213. He therefore 
believes that the Advisory Group is making a substantive change in section 736 when it 
conditions the operation of the section on amounts being paid or payable. 

Mr. Coffee believes that the terms of present section 736(a) and (b), ‘‘ Payments made 

. -’’? leave no room for the application of this section if amounts are payable but are 
not paid. He believes the Senate Committee Report substantiates his position: 

‘“When a partner retires or payments are made to the estate or heir of a deceased 
partner, the amounts paid may represent several items. They may, in part, represent the 
withdrawing partner’s capital interest in the partnership. They may include his pro rata 
interest in unrealized receivables and fees of the partnership and its potential gain or 
loss on inventory. Part of such payments may be attributable to an arrangement in the 
nature of mutual insurance among the partners. The present code contains no provisions 
relating to the tax treatment of such payments and existing case law presents no consist- 
ent approach. 

**Both the House and your committee’s bill provide that when a retiring partner or 
the successor of a deceased. partner receives a share of partnership income in return for 
the complete relinquishment of his interest in the partnership, the distributions are to be 
allocated between (a) payments for the value of the capital interest and (b) other pay- 
ments. Such allocation will be made in accordance with regulations prescribed by the 
Secretary or his delegate.’’ (italics added) S.Rep. No. 1622, 83d Cong., 2d Sess. 97 
(1954). 

Mr. Coffee believes, contrary to the opinion expressed in the text, that there is nothing 
inconsistent between the necessity for payments and the payments’ effect on distributive 
shares. Assume partner A retires from a calendar year partnership on December 30, 1959, 
and is to receive ‘‘excess payments’’ in the amount of ten per cent of the partnership 
income of 1959. The partnership income is determined on January 15, 1960, to have been 
$10,000 and therefore A is paid $1,000 in January of 1960. He believes section 736 (a) (1) 
applies to the payment made in 1960. Therefore, the 1960 distributive shares will reflect 
the payment when the returns are filed April 15, 1961. 
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with regard to a partnership’s income but are paid in later years as 
guaranteed payments. All such payments will be treated as distrib- 
utive shares only if they are determined with regard to partnership 
income and are ‘‘paid or payable, on or before the 15th day of the 
4th month following the close of the partnership taxable year with 
respect to which such amount is determined.’’ *”° 

The proposed change also provides that the liquidating partner 
shall recognize the income and the partnership shall take the deduc- 
tion or compute the distributive shares only in the taxable year in 
which payment is made or becomes payable. To provide for those 
cases where the amount is to be determined on the basis of the cur- 
rent year’s income and is paid in the next year, the Advisory Group 
proposal requires that the receipt or deduction be recognized in the 
current year if the payment is made or is payable on or before the 
fifteenth day of the fourth month following the close of the partner- 
ship taxable year. 

These changes may be open to the criticism that a carefully 
drawn partnership agreement may give the partnership an election 
each year as to which year a payment is to be recognized.’ This ob- 
jection could be overcome by providing for the deduction in the 
prior year only if the partnership agreement requires that the 
amount of the current payments be determined on or before the fif- 
teenth day of the fourth month following the partnership taxable 
year and are paid within the year following the partnership taxable 
year. 


B. AccrRUABLE ITEMS AND UNREALIZED INCOME 


As was previously noted, the current Code provides ordinary in- 
come treatment for amounts received on account of unrealized re- 


176 Hearings, note 22 supra, at 153. As indicated in note 175 supra, Mr. Coffee does not 
agree that the Advisory Group needed to change section 736 to accomplish this result. He 
believes that presently a section 736 payment exists only when an amount is actually 
paid. Thus, if the liquidation amount to be distributed is ten per cent of the income for 
1955, 1956, 1957, 1958, and 1959, and the income for each of those years is $20,000, then 
the total amount to be distributed is $10,000 (ten per cent of $100,000). If the amount 
is to be paid in ten equal annual installments, the distributive shares, because of the sec- 
tion 736 payment in each of the ten succeeding years, will be reduced to the extent that 
amounts are actually paid in each of those years. 

177 For example, a partnership agreement could provide that a liquidating partner’s 
share of partnership income for ten years following death or withdrawal is to be deter- 
mined on or before May 1 of the year following the partnership taxable year. The partners 
would then have the option of making the determination before April 15 and of taking 
the deduction in the prior year’s tax return. They could also delay the determination until 
after April 15 and before May 1 and take the deduction in the current year. 
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ceivables, regardless of how much a liquidating partner receives 
for his interest. ‘‘Unrealized receivables’? is defined in section 
751(c), and this definition is to be eliminated under the changes pro- 
posed for section 751. Since this definition is eliminated from sec- 
tion 751, the Advisory Group was faced with the problem of incor- 
porating the present definition in section 736 or of providing for a 
new concept. The present definition of unrealized receivables was 
felt to be too broad, in that it tends to cover some amounts which 
are generally considered to be good will.’ 

In order to avoid the undesirable features of the present defini- 
tion of unrealized receivables, the Advisory Group elected to aban- 
don the current definition entirely and to adopt a new concept. This 
new concept is made up of two parts which are (1) ‘‘income or gain 
accruable at the date of death or retirement of a partner not previ- 
ously ineludible in gross income’? (italics added), and (2) ‘‘other 
rights to unrealized income.’’ The authors believe no one can under- 
stand what the Advisory Group intends these words to mean with- 
out reference to the Hearings before the Committee on Ways and 
Means. The authors are also convinced that the words chosen by the 
Advisory Group to express their intent can only result in confusing 
the practitioner. 

It is clear that the Advisory Group intends that the word ‘‘ac- 
cruable’’ shall mean ‘‘billed receivables.’’ In testimony before the 
Committee it was brought out by the chairman and Mr. Willis that 
this term should apply only to ‘‘billed receivables.’’*** In the Sup- 
plemental Report prepared by the Advisory Group, it appears to be 


178 Hearings, note 22 supra, at 67. 

179 Id. at 67, 68-69: 

‘<The Chairman. Mr. Willis, you spell out, here, the definition of what might be called 
billed receivables, which have not previously been reported for income tax purposes. ... 

‘«The Chairman. What I am disturbed about is that it is just a matter of chance, really, 
as to whether one is billed and one unbilled. 

‘*T might be a partner in this business that does the bookwork. And I am busy right 
now expecting to bill everybody. But I get down through the C’s and I drop dead of a 
heart attack. Well, I have got some receivables that I included in the billing before I 
died, but there are a lot of other things that were not included at the time of my death. 

‘*Now, do we want to draw a line of demarcation on that kind of a happenstance, and 
say that in one instance we may accord capital gain or loss treatment and in the other 
instance ordinary income? I cannot escape the conviction that both of them ought to be 
ordinary income. ... 

‘Now, what is the difference? 

‘«Mr. Willis. Because, as to the amounts billed, we feel there is no question that that is 
the fruit that is hanging on the tree, and it cannot be transferred. 

‘*Mr. Mason. The fruit is hanging on the tree whether billed or unbilled.’’ (italics 


added). 
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clear that ‘‘other rights to unrealized income’’ means the unbilled 
receivables and work in process of the partnership.’ 

The Advisory Group Report states: ‘‘By ‘accrual’ method of ac- 
counting is meant the concept of accrual accounting generally rec- 
ognized as a standard method of accounting. This is not intended to 
require the following of a broad accrual concept, such as that re- 
quired by the court in Helvering v. Estate of Enright, 312 U.S. 636 
(1941).?? 282 

The use of these words cannot fail to confuse the reader. In the 
first place, there is not just one generally recognized accrual ac- 
counting method."*? Recognized accrual accounting may vary from 
business to business, depending in some instances on the election of 
the partnership. Second, even though a standard method of accrual 
accounting may mean various things, depending on the business in- 
volved, it would rarely restrict income to billed receivables. If ac- 
crual accounting does mean that income is only recognized to the 


180 The Supplemental Report states: ‘‘In the normal ease it is considered that the par- 
ties would expect that distributions on account of unbilled receivables and work in process 
would be treated as income payments. ... [T]here appears to be no good reason for deny- 
ing them the right to treat such unaccrued income as ‘property’ of the partnership com- 
parable to goodwill.’’ (italics added) Ibid. 

181 Hearings, note 22 supra, at 151. 

182 Current Accounting and Auditing Problems, 95 J. AccouNTANCY 74, 75 (edited by 
Carman G. Blough; Jan. 1953). A reader requests the editor’s comments ‘‘on the account- 
ing treatment for financial statement purposes of accounts receivable and unbilled costs’’: 

‘* ‘Some divergence of thinking arises, however, regarding the proper statement treat- 
ment of costs incurred by the partnership for incomplete services rendered to its clients 
as of a particular date.... 

‘« «The question presented for consideration is the statement treatment of such ‘cost in 
processes’,...’ ”? 

The editor replies: 

‘We Find Both Cash, Accrual Basis Used 

**Perhaps at the outset we should state that a great many accounting, law, engineering 
and other service firms, many of them quite sizeable, use the cash basis, and statements are 
prepared on that basis. In such cases, however, the independent accountants certify the 
statements as presenting the facts on a cash basis but avoid the use of customary lan- 
guage, ‘present fairly the financial position and the results of operations.’ 

**Tf it is decided to adopt the accrual basis, however, either the completed-contract basis 
or the percentage-of-completion basis may be used. 

**Tf it is decided to accrue fees in their entirety only when engagements are completed 
and billed, your proposed treatment whereby in-process costs will be shown at balance-sheet 
date as ‘costs incurred for unbilled services’ is, in our opinion, necessary, if a proper 
matching of costs and fees is to be achieved. 

**Tf it is decided to use the percentage-of-completion basis of accruing fees, it would 
then be proper to charge off, in the income statement, costs incurred in connection with 
incomplete engagements. Under such circumstances, the distortion mentioned in the next 
to the last paragraph of your letter would be avoided. Incidentally, the fact that billings 
are made in most instances only upon complete rendition of services would not necessarily 
preclude use, in a personal service organization, of the percentage-of-completion basis.’’ 

















1960] PARTNER AND PARTNERSHIP TAXATION 337 


extent that the accounts are billed before the end of the accounting 
period, it will be novel information to most of the nation’s account- 
ants. In a majority of the nation’s businesses, the accounts receiv- 
able are not billed until one or several days after the close of the 
accounting period. It would be unusual, if not unheard of, for an 
accountant to fail to include the income arising from these unbilled 
receivables when the business keeps its books on an accrual basis.1** 
Third, the Supreme Court in Helvering v. Enright *** adopted an 
accrual concept which is entirely in accord with standard account- 
ing practice.'* In that case the decedent was a partner in a law firm. 
Both the partnership and the partners kept their books on a cash 
basis. Since the Code required a decedent to ‘‘acerue’’ any income 
not previously reported at date of death, the Court held that work 
in process was accruable.’*** The Court recognized that had the part- 
nership been on an accrual basis, they could have properly fixed the 
meaning of accrual to be different from that adopted by the Court.'*" 
On the facts of that case an accountant would have proposed the 
same result on an accrual basis report if there were to be a proper 
matching of income and expenses for the period ending with the 
partner’s death.?** 

If the Committee concludes that it is sound to distinguish between 
billed and unbilled receivables, any change in section 736 should not 
assign esoteric meanings to words having a different common usage. 
The statute would be clearer if in the place of ‘‘accruable,’’ the 


183 The one possible exception to this would be in those eases where a business engages 
in long-term contracts and only accrues income when the job is completed and billed. How- 
ever, since all rights to receive payment accrue upon completion of the contract, it is 
doubtful that a taxpayer could delay recognition of income by simply failing to send a 
bill. See Reg. See. 1.451-3(b) (2) (1957). 

184 312 U.S. 636 (1941). 

185 The Court did not intentionally adopt an accounting concept to arrive at its decision. 
However, the result obtained is in harmony with percentage-of-completion accrual account- 
ing principles. 

186 This method is the same as the percentage-of-completion method explained in note 
182 supra. 

187 Helvering v. Enright, 312 U.S. 636, 644 (1941): ‘‘It is to be noted that no change 
was made by the 1934 Act in the § 48 definition of ‘accrued.’ Yet, it is obvious that the 
definition is inapplicable since a taxpayer on a cash basis cannot have a ‘method of ac- 
counting’ by which the meaning of accrual is fixed.’’ 

188 American Institute of Accountants’ recommendations to Congress appearing in 
Divergencies between Tax Accounting and Generally Accepted Accounting Principles, 97 
J. ACCOUNTANCY 93, 95 (Jan. 1954): ‘*The fundamental generally accepted accounting 
principles which govern the treatment of revenues, costs and expenses falling within the 
areas of divergence under consideration may be stated briefly as follows: 1. Revenues are 
recognized as entering into the determination of income when sales are made or services 
are rendered.’’ (italics added). ’ 





338 TAX LAW REVIEW [Vol. 15: 


words ‘‘ billed receivables’’ were adopted, and in the place of ‘‘ other 
rights to unrealized income,’’ the words ‘‘unbilled receivables and 
work in process’’ were employed. 

The authors believe that the proposal in the Supplemental Re- 
port should be rejected and that the statutory language in the Re- 
vised Report should be modified. The misconception that billing an 
account receivable determines its accruability should be corrected 
by a statement in the new statute or in the Committee Reports stat- 
ing that accruability does not depend on billing.’*** 


C. PartNer’s AGREEMENT CoNCERNING Goop WILL AnD LiquIDATION 
WITHIN A 12-MontH PERIoD 


The Regulations provide that the partners in an arm’s length 
agreement may place a value on partnership good will.**® Generally, 
such valuation will be regarded as correct. This provision in the 
Regulations may exceed to some extent the intent of Congress (as 
found in the Committee Reports) in enacting the provision provid- 
ing section 736(b) treatment for a partner’s interest in good will.’ 
However, this Regulation does give the partners desired flexibility 
in making partnership settlements. 


1s8a Section 776(b) (2) and (c) (4) of H.R. 9662, 86th Cong., 2d Sess. (1960), avoids 
the use of the term ‘‘accruable’’ entirely and adopts a definition of unrealized receivables 
similar to that contained in the present section 751(c). Section 751(¢) has been subject 
to the criticism that it is too broad. This criticism is overcome in section 776(c) (4) 
of the bill, where unrealized receivables are defined as payments for goods produced (or 
delivered where business is distributing) or services rendered, which have not previously 
been reported as income. 

The definition adopted by the House bill corresponds closely with generally accepted 
accounting principles in that income is recognized when sales are made or services are 
rendered. The completed-contract basis of accrual accounting for manufacturing and 
similar type businesses is in effect adopted by this definition. Only the income from goods 
produced, but not delivered, for which orders have been placed is recognized as an un- 
realized receivables. This is made clear in H.R. Rep. No. 1231, 86th Cong., 2d Sess. 35 
(1960). 

The percentage-of-completion basis of accruing fees for services is also adopted by the 
House bill definition. This amounts to a statutory enactment of the rule in Helvering v. 
Enright, note 184 supra, where any amount due for services rendered on a quantum- 
meruit basis is accruable. There is no recognition of income for services to be rendered 
in the future. 

189 Reg. Sec. 1.736-1(b) (1) (1956): ‘‘Generally, the valuation placed by the partners 
upon a partner’s interest in partnership property in an arm’s length agreement will be 
regarded as correct.’’ Although this does not refer specifically to ‘‘ good will,’’ section 
736(b) (1954) applies to the extent that the partnership agreement provides for good 
will. See I.R.C. § 736(b)(2)(B) (1954). The determination of a partner’s interest in 
partnership property would include his share of partnership good will. 

190 The House and Senate Reports provide that payments for a partner’s capital interest 
shall include ‘‘ his interest in partnership good will only to the extent of the fair market 
value thereof to persons outside the partnership.’’ H.R. Rep. No. 1337, 83d Cong., 2d Sess. 
A230 (1954) ; S.Rep. No. 1622, 83d Cong., 2d Sess. 395 (1954). 
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The tax effect to the Government is probably not adversely af- 
fected, because the interest of the retiring or deceased partners is 
contrary to that of the remaining partners. When a partner receives 
capital gain treatment under section 736(b) for a section 736 gain, 
the partnership is not allowed a deduction or exclusion from in- 
come.’ If the partner’s gain is ordinary under section 736(a), the 
partnership receives a deduction from income * as the remaining 
partners’ distributive shares are reduced. The flexibility of section 
736 is desirable and does not jeopardize the fise because of the ad- 
verse interests of the distributee and remaining partners. 

The Advisory Group believes that since the protection of the 
revenue is not a major consideration of this section, the partners 
should have a maximum amount of freedom to determine whether 
payments to a retiring or deceased partner are to be ordinary in- 
come or capital gain. In order to give effect to this election, the 
Committee proposes three changes in section 736. 

The first change would provide that unless the partners agree 
otherwise, section 736(b) will apply to all payments for a retiring 
or deceased partner’s interest if they are payable within a 12-month 
period. The Advisory Group believes that when a partner’s interest 
is liquidated over a short period of time the partners do not inten] 
the payments to include a share of income. However, this rule will 
apply only if the partners do not agree otherwise. Complete free- 
dom of election is available to the partners with respect to the sec- 
tion 736(a) gain where payments are completed in a 12-month 
period.1*** 

The second change would permit the partners to agree either to 
section 736(a) or section 736(b) treatment at any time. This means 
the partners may procrastinate the making of an agreement until 
after one of them has died. The statutory language is even broad 
enough to allow partners to make agreements after a retiring part- 
ner’s interest has been liquidated.’ The extent of this provision 


191 If the election under section 734 (1954) is in effect and section 755 (1954) is satis- 
fied, the basis of remaining assets may be increased. If there is no election under section 
734, any tax benefit to the partnership is lost entirely. 

192 Section 736(a) (2) (1954) provides that certain payments to a partner be treated as 
a ‘* guaranteed payment.’’ Section 707(c) (1954) allows the partnership to take such pay- 
ment as a business expense. 

192a Section 776(c) (1) of H.R. 9662, 86th Cong., 2d Sess. (1960), does not permit the 
partners to agree to any different treatment than that provided by the statute. The stat- 
ute provides that if all amounts payable in liquidation of a partner’s interest are paid 
within a 12-month period the amounts shall be considered as distributions by the part- 
nership. 

193 The proposed change provides that ‘‘partners’’ shall include the retiring partner or 
successor in interest of a deceased partner. It does not state that the term ‘‘ partners 
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seems to carry flexibility to an extreme. With no restriction as to 
when the partners are required to make their agreement, the re- 
maining partners could make subsequent agreements which would 
require that the retired or deceased partner’s returns be amended 
to reflect the changed agreement. 

In order to provide both the Government and the liquidating part- 
ners with a reasonable cut-off date, any partners’ agreement should 
be subject to some time restrictions. A reasonable date beyond 
which the partners could not change the agreement would be the 
date for filing the partnership tax return for the year in which the 
first liquidating payment is made. Also, in order to protect a retired 
partner from adverse subsequent agreements, the statute should 
provide that for any such agreement to be effective the term ‘‘ part- 
ners agree’’ must include the retired partner or the successor in 
interest of a deceased partner. An even better solution would be to 
make no change for this purpose in the current statute. Since section 
761(c) already provides that partnership agreements include mod- 
ifications made at or before the time for filing the tax returns, the 
current statute is sufficiently flexible.*** 

The third change giving partners greater freedom of election is 
contained in the Supplemental Report ' and arises because of the 
Committee’s use of the term ‘‘aceruable.’’ Accruable in this Report 
means billed receivables.'® The exclusion from section 736(b) treat- 
ment was originally provided only for ‘‘accrued’’ income and good 
will for which there was no partiiership agreement. It was felt that 
the partners may desire to provide section 736(a) treatment for 
unbilled receivables and work in process in addition to the section 
736(a) treatment automatically provided by the proposed statute. 
In order to give the partners this election, a new provision was in- 
serted, giving the partner the same option as to unbilled receivables 
and work in process as they already have as to good will. 


agree’’ must include them. One of the authors, Melvin A. Coffee, believes that the partners 
will not be able to change the tax effects of a partner who has filed a timely return. He 
believes that the courts will hold that section 761(¢) will establish the last moment to 
change the partnership agreement. He further believes the fact that the Advisory Group 
did not amend section 761(¢) to apply specifically to the changes in section 736 was an 
oversight which will probably be corrected by legislation. However, the authors’ differ- 
ence of opinion is academic under H.R. 9662 because section 776(b) (2) (B) of the bill 
rejects this Advisory Group proposal and maintains the language of the 1954 Code. 

198a Section 776(b)(2)(B) of H.R. 9662, 86th Cong., 2d Sess. (1960), does not adopt 
the language proposed by the Advisory Group and the statute in this respect has been left 
unchanged. The partnership agreement may be changed any time before the time pre- 
scribed for filing the partnership returns for the taxable year (section 788(c) of H.R. 
9662), and this seems to provide adequate flexibility. 

194 Hearings, note 22 supra, at 113. 

195 See discussion pp. 334-338 supra. 
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The merits of drawing the line as to ordinary income or capital 
gain on the happenstance of billing or not billing are doubtful. The 
Committee is fully aware of the lack of logical basis for such a 
distinction.’ 

The proposed change does not specify whether partnership ‘‘ac- 
cruable’’ income which is eligible for the long-term contract method 
of reporting is to be section 736(a) or (b) payments. The proposed 
statute leaves this determination to Regulations prescribed by the 
Secretary or his delegate.’*™ 


D. ALLocATION OF Payments TO Section 736(A) AND (B) 


If all payments to a retired or deceased partner are made in cash, 
it is not a difficult problem to allocate the amount received to section 
736(a) payments and section 736(b) payments.” Partnerships may 
pay for a retired or deceased partner’s interest in property, in cash 
and property, or in cash alone. If the property so distributed had 
a fair market value equal to the partnership basis, it would not make 
any difference whether the payment were allocated to section 736(a) 
or section 736(b) payments. However, since the fair market value 
of property often varies from its basis, there are problems of allo- 
cation between section 736(a) and section 736(b) payments on dis- 
tribution of property other than cash. 

The problem which arises is that any payment by a partnership 
in satisfaction of an annual section 736(a) payment may result in 
a gain or loss to the partnership. If the basis of the property is 
greater or less than the obligation discharged, the partnership could 
have a loss or a gain from discharge of indebtedness.’” If the prop- 
erty payment is a section 736(b) amount, there is no gain or loss 
recognized, and the basis of the distributee-partner is adjusted 
accordingly.’ 

In order to provide a statutory answer to the problem of alloca- 
tion, the Advisory Group provides that where cash and property 
are distributed, the cash is to be considered as a section 736(a) pay- 
ment to the extent that that section is applicable. The Advisory 


196 See note 179 supra. 

196a Section 776 of H.R. 9662, 86th Cong., 2d Sess. (1960), does not use the term 
‘‘aeeruable’’ as was explained supra. Therefore, there was no need to provide a partner- 
ship election for the items discussed here. Also, the House bill does not provide any such 


election for any other items. 
197 Reg. Sec. 1.736-1(b) (5) and (6) (1956) specifies how payments are to be allocated 


between section 736(a) and section 736(b) (1954). 

198 For an article explaining the ramifications of the problems involved in discharge of 
indebtedness, see Eustice, Cancellation of Indebtedness and the Federal Income Tax: A 
Problem of Creeping Confusion, 14 Tax L. Rev. 225 (1959). 

199 T.R.C. §§ 731 and 732 (1954). 
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Group also provides that the partners may agree to treat the pay- 
ments howsoever they desire. The statutory provision would apply 
only in the absence of an agreement to the contrary.’*™ 


K. Section 736(4) Payments sy Successor OF THE PARTNERSHIP 


In the event that a partnership terminates its business when 
there are section 736(a) payments owing a deceased or retired 
partner, there is a problem how the section 736(a) payments shall 
be treated. If the partnership terminates and no payments are sub- 
sequently made, the retired or deceased partner would have no in- 
come or loss * to report, as he would simply fail to receive income 
which was due him. 

When the partnership sells its business to a successor in interest 
who takes over the assets and assumes the liabilities, there is a prob- 
lem how the section 736(a) payments should be reported.*” Of 
course, these payments would be income to the partner no matter 
who makes payment. The problem is in determining whether the 
successor will be allowed to take these payments as a deduction or 
whether he should increase his basis in the partnership assets ac- 
quired by him. 

The Advisory Group proposal would allow the successor to de- 
duct these payments as an expense, as the partnership would have 
done. This solution is a benefit to the successor, as he would ordi- 
narily add all costs of acquiring a,business to his basis. This statute 
would allow him to charge some of these costs to expense immedi- 
ately. The Advisory Group Report ?” states that this provision is 
not intended to cover acquisition of such obligation by a mere vol- 
unteer, such as a son of the retired partner.*°™ 


199a Section 776 of H.R. 9662, 86th Cong., 2d Sess. (1960), does not provide for this 
partnership election. 

200 The retired partner would not have a bad debt loss because his rights to section 736 
(a) (1954) payments were not previously included in income. 

201 There is no problem concerning section 736(b) (1954) payments, because there would 
never be a deduction allowed the partnership for section 736(b) payments. The proposed 
change applies to section 736(a) payments only. 

202 Hearings, note 22 supra, at 153. 

202a Section 776(c)(3) of H.R. 9662, 86th Cong., 2d Sess. (1960), adopts a much more 
restricted provision than that advocated by the Advisory Group. The House bill only 
provides a current deduction under section 162(a) for an individual who was a partner 
immediately before the retirement or death, who is under a binding legal obligation to 
make the payments and is operating a trade or business as a sole proprietor. 

By hedging this provision with such restrictions its usefulness is questionable. Even a 
successor partnership would not receive the benefit of the provision as it is now worded. 
The Senate may well consider broadening the applicability of this provision or removing 
it from the statute entirely. 
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Prepaid Income—Accounting Concepts 


and the ‘Tax Law 


ROBERT A. BEHREN 


Score oF PROBLEM 


y eee and their advisers have found themselves consistently 
plagued by the discrepancies between sound accounting principles 
and tax accounting concepts. The Treasury’s desire to promote the 
revenue has resulted in a disregard of the basic accounting concepts 
requiring non-recognition of unrealized profit and the matching of 
costs and expenses with the revenues they serve to produce. This 
bird-in-hand attitude has led to the taxation of income in advance of 
the period in which it was earned and to the deferment of expense 
deductions to periods after they should have been recognized ac- 
cording to sound accounting principles. 

Although present law provides that the net income of a taxpayer 
shall be computed in accordance with the method of accounting reg- 
ularly employed by the taxpayer if such method clearly reflects in- 
come, the courts have almost consistently held that advance receipts 
are taxable in the year of receipt if owned or claimed by the tax- 
payer without restriction as to their use, regardless of the method 
of accounting adopted or when the receipts are actually earned. 

This conflict was created by the misapplication of the ‘‘claim of 
right’’ doctrine established by the Supreme Court in North Ameri- 
can Oil Consolidated v. Burnet.’ As originally promulgated, the 
doctrine was applied to tax earnings subject to a contingency where 
they were received without restriction as to their disposition. The 
doctrine has been distorted so as to tax receipts which have not been 
earned by an accrual basis taxpayer. 

Congress, in an attempt to achieve certainty in this area, enacted 
section 452 of the 1954 Code. However, the prospective loss of rev- 
enue due to related section 462 resulted in the retroactive repeal of 
these sections in 1955. 


Rosert A. BEHREN (B.B.A., M.B.A. in Taxation, City College of New York; LL.B., 
LL.M., New York University School of Law) is a member of the New York Bar and a 
practicing attorney in New York City, a certified public accountant, and an instructor in 
taxation, law, and accounting at Brooklyn College. 

1 286 U.S. 417 (1932). 
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The re-focus of attention in this area as a result of the 1954 Code 
has led to an awareness by some of the circuit courts in recent years 
of the abortive development of the present law. A critical examina- 
tion of this development is desirable in settling the conflict between 
tax accounting concepts and general accounting principles. 


AccouNtTING CoNCEPTS 


The basic concept in determining net income under the accrual 
method of accounting requires the matching of revenues with the 
costs and expenses which produce these revenues. Income is de- 
fined in accounting in terms of positive and negative elements. At 
the close of an accounting period, these elements, revenue and ex- 
pense, are matched to measure the income produced by the business 
activities for that period. 

The American Institute of Accountants in March, 1955 stated: ? 

The terms net income or net profit refer to the results of operations after 


deducting from revenues all related costs and expenses and all other charges 
and losses assigned to that period. 


Paton and Littleton, in their excellent treatise on accounting 
theory, state: * 


The revenues of a particular period should be charged with the costs which 
are reasonably associated with the product represented by such revenues. 


and,* 


The result [of business operations] will be evident only when costs and 
revenues have been matched. ... 


In this matching of revenues with costs and expenses, it is neces- 
sary to differentiate between cash receipts and disbursements, on 
the one hand, and revenues and expenses, on the other. There is 
generally no fixed correlation between the flow of cash and the de- 
termination of true net income.® 

To the layman, as a rule, ‘‘cost’’ and ‘‘expense’’ mean cash disbursed, and 
‘‘revenue’’ and ‘‘income’’ mean cash received. But the concept of matching 
goes deeper. Accounting does not match disbursements and receipts, but 
efforts and accomplishments, service acquired and service rendered... . All 
these are comprehended within the terms ‘‘costs and revenues’’ and ‘‘accrual 
accounting.’’ 


2 AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING TERMINOLOGY BULL. No. 2, 3 
(Mar. 1955). 

3 PATON AND LITTLETON, AN INTRODUCTION TO CoRPORATE ACCOUNTING STANDARDS 69 
(1940). 

4 Id. at 48. 

5 Id. at 16. 
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Thus, cash expenditures may occur before the time expense 
should be recognized, as in the case of capital expenditures, prepay- 
ments of expenses, and purchases of inventory. On the other hand, 
cash expenditures may occur after the time of expense recognition, 
as in the payment of expenses for which the liability had already 
accrued. The same distinction must be made between cash receipts 
and revenues. Cash receipts may follow the recognition of revenues, 
as in the case of sales on account and services for which payment 
has not yet been received. Conversely, cash receipts may precede 
revenue recognition, as in the case of deposits, advances, and re- 
ceipts in advance of the earning activity. 

Revenue arising from the rendition of services during short in- 
tervals of time should ® 

... properly be recognized at the completion of such services. In the event 
that the service to be performed extends over a relatively long period of time, 
however, . . . [recognition should occur so as to conform] to the principle of 
relating income as closely as possible to the period during which it was ac- 
tually earned. 

In December, 1953, the American Institute of Accountants issued 
a report summarizing the generally accepted accounting principles 
which are at variance with the tax rules. Stated briefly, those appli- 
cable to prepaid income are as follows: 7 
1. Revenues are recognized as entering into the determination of income 
when sales are made or services are rendered. 

2. The mere receipt of money or promise of another person to pay money for 
goods or services does not represent revenue which should be recognized in 
the period of receipt if it is burdened with an obligation to deliver goods or 
render services in the future.... 

3. Costs and expenses directly identifiable with revenues are chargeable 
against the income of the period in which the revenues are recognized... . 


Much like the common law, generally accepted accounting prin- 
ciples have grown and developed with experience and with the cor- 
porate form of business enterprise. They now constitute the back- 
bone of financial reporting on which the business and financial 


world relies. 
Tue Statutory FRAMEWORK 


The early federal income tax laws contemplated the use of only 
the cash receipts and disbursements method for the determination 


6 BACKER, HANDBOOK OF MODERN ACCOUNTING THEORY 240 (1955). 

7 REPORT OF THE COMMITTEE ON ACCOUNTING PRINCIPLES FOR INCOME TAX PURPOSES 
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, Divergencies Between Rules of Tax 
Accounting and Generally Accepted Accounting Principles (Dec. 10, 1953). 
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of taxable income. In 1909, however, the Treasury found it neces- 
sary to adopt ® 

...aregulation which provided that the term ‘‘actually paid’’ used in the 
law did not necessarily contemplate that there should have been an actual 
disbursement of cash or even of its equivalent, but that under the law an 
item would be deemed to be paid as soon as the taxpayer recognized that it 
had to be paid by recording it as a liability. 

The Revenue Act of 1916 was the first to recognize the taxpayer’s 
accrual method of accounting. It authorized a corporation to ‘‘make 
its return upon the basis which its accounts are kept,’’ subject to the 
condition that it ‘‘clearly reflect its income’’ and to the Regulations 
of the Commissioner.® The Regulations promulgated in 1919 pro- 
vided that ‘‘each taxpayer shall adopt such forms and systems of 
accounting as are in his judgment best suited to his purpose.’’ 7° 

The current law evidences the basic intention of Congress that 
taxpayers compute taxable income in conformity with generally 
accepted accounting principles. Section 446(a) provides: 

... Taxable income shall be computed under the method of accounting on 


the basis of which the taxpayer regularly computes his income in keeping his 
books. 


This general rule is amplified by the section relating to the rule for 
the taxable year of inclusion of gross income. Section 451(a) pro- 
vides : 

... The amount of any item of gross income shall be included in the gross 
income for the taxable year in which received by the taxpayer, unless, under 
the method of accounting used in computing taxable income, such amownt 
is to be properly accounted for as of a different period. (italics added) 


The Regulations are precise in their support of commercial ac- 
counting principles : ™ 

...A method of accounting which reflects the consistent application of 
generally accepted accounting principles in a particular trade or business in 
accordance with accepted conditions or practices in that trade or business 
will ordinarily be regarded as clearly reflecting income, provided all items 
of gross income and expense are treated consistently from year to year. 


Yet, despite express Congressional and administrative mandates 
that tax accounting shall correlate with commercial accounting, the 
judicial development of the tax law in regard to prepaid income has 
resulted in the schism that exists today. 


8 May, FINANCIAL AccouNTING 68 (1943). 
9 Revenue Act of 1916, Sec. 13(d). 

10 Reg. 45, Art. 24. 

11 Reg. Sec. 1.446-1(a) (2) (1958). 
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First JupiciaL PRECEDENTS 


The taxation of prepaid income has been founded on the claim 
of right doctrine first established by the Supreme Court in North 
American Oil Consolidated v. Burnet. The taxpayer, an oil com- 
pany, operated oil lands in 1916. As a result of litigation, the income 
from the sale of oil and gas produced in 1916 was impounded and 
placed in the hands of a receiver. The receiver was dismissed by 
the District Court in 1917, and the moneys were paid to the tax- 
payer in the same year. In 1922 the Supreme Court held in favor 
of the taxpayer. The taxpayer claimed that the income was taxable 
either in 1916, the year the income was earned, or in 1922, the year 
the litigation was finally settled. The Supreme Court held that the 
net profits were not taxable in 1916, since the taxpayer was not re- 
quired to report income it might never receive, and since it had no 
right to demand that the receiver pay over the money at that time. 
As to the year 1917, the Court held the income to be taxable under 
the claim of right doctrine: 

... If a taxpayer receives earnings under a claim of right and without re- 
striction as to its disposition, he has received income which he is required to 
return, even though it may still be claimed that he is not entitled to retain 
the money, and even though he may still be adjudged liable to restore its 
equivalent. 


The claim of right doctrine is sound within the context in which 
it was established. It applied to earnings which were subject to a 
contingency as a result of litigation and covered receipts which had 
been earned in a prior year. The doctrine had nothing to do with the 
timing of income yet to be earned and is wholly inapplicable to tax 
receipts which have not as yet been earned by a taxpayer on an ac- 
crual basis. Nevertheless, it has served as precedent for the theory 
that all receipts to be earned in the future are income in the year of 
receipt. 

Another case frequently cited for the proposition that money re- 
ceived without restriction as to its use is income in the year of 
receipt is Brown v. Helvering.* The taxpayer, a general agent of 
certain fire insurance companies, received overriding commissions, 
subject to the contingent liability that a proportionate part of the 
commission was to be returned upon cancellation of the policies. 
The taxpayer had previously reported the overriding commissions 
as income in the year the policies were written. In 1923 he com- 


12 North American Oil Consolidated v. Burnet, supra note 1, at 421; italics added. 
18 291 U.8. 193 (1934). 
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menced deducting an estimated amount for refunds which might 
have to be paid to the insurance companies on account of policy can- 
cellations. The taxpayer contended that the overriding commissions 
should be subject to a reserve, based on experience, to provide for 
such refunds or, in the alternative, that the commissions be pro- 
rated over the periods for which the policies were written. 

As to the contention that a deduction be allowed for the estimated 
return commissions, the Court held that the contingent liability to 
return a proportionate part in case of cancellation did not affect the 
quality of the commissions as income. When received, the taxpay- 
er’s right to the commissions was absolute and was under no re- 
striction, contractual or otherwise, as to its disposition, use, or en- 
joyment. The Court applied the claim of right doctrine only to 
disallow a contingent deduction for future repayments of current 
income. 

As to the contention that the overriding commissions were com- 
pensation for services throughout the life of the policies and should 
thus be prorated, the Supreme Court held for the Commissioner, 
not on the principle that receipts of income to be earned in the fu- 
ture are taxable in the year of receipt, but on the fact that the com- 
missions had been earned in the year of receipt. The Court accepted 
the conclusion of the Board of Tax Appeals that 

There is no proof that the overriding commissions contain any element of 
compensation for services to be rendered in future years. On that point the 
contracts are entirely silent ; and there is no positive evidence that the pay- 
ment of these commissions by the insurance companies created any obliga- 
tion on the part of the firm to continue to render services while the policies 
remained in force. The firm made monthly settlements with the insurance 
companies, withholding the overriding commissions to which it was entitled 
on the business written during the month. For aught that the written con- 
tracts provide, the firm could have ceased to do business following any one 
of such settlements without obligation to render further services or to refund 
any part of the overriding commissions, except in the event of cancellation 
of any of the policies prior to the ends of the terms for which they were 
written. ... 


Part of the decision rested on the fact that the taxpayer had, 
prior to 1923, treated the commissions as income in the year of re- 
ceipt and was now attempting to change his method of accounting 
without approval. There was no question of receipts for future serv- 
ices, and it seems unbelievable that the case should be consistently 
cited as precedent for the application of the claim of right doctrine 
to tax receipts for the performance of future services. 


14 Arthur M. Brown, 22 B.T.A. 678, 685 (1931). 
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RECEIPTS FROM THE F' utuRE USE oF PROPERTY 


The classic misapplication of the rule in Brown v. Helvering oc- 
curred in South Dade Farms, Inc. v. Commissioner. The taxpayer 
received advance rental in one crop year for a lease for the follow- 
ing crop year. He credited these amounts when received to a de- 
posits for future rent account and credited them to rental income in 
the following year. The Court of Appeals for the Fifth Cireuit, in 
holding that the rentals were income in the year of receipt, stated 
that the Code ‘‘required that the method of accounting should 
clearly reflect income, not net earnings.’’ (italics added) This Alice 
in Wonderland distinction has never ceased to amaze accountants. 
But the application of Brown v. Helvering here was even more 
imaginative, to say the least. The Court stated: *® 

... In Brown v. Helvering, where the taxpayer was on the accrual basis, 
it was held that money received without restriction upon its use and disposi- 
tion by the recipient was income in the year received, even though tt was 
received before it was earned and some portion of it might have to be re- 
funded in the future. 


A multitude of cases followed, inappropriately citing the claim of 
right doctrine to support the taxing of advance rental receipts as 
income, in contravention of the accrual basis taxpayer’s method of 
accounting. 

Rent accrues continually during the period the lessee has the 
right to use the property, and advance payments do not become in- 
come until earned by the passage of time. Nevertheless, in New Cap- 
itol Hotel, Inc.,"" typically illustrative of this line of cases, the Court 
held that rent paid in advance under a ten-year lease was taxable 
as income in the years when the payments were received. North 
American Oil Consolidated was cited to apply the claim of right doc- 
trine to a situation to which it had no application. 

The taxpayer’s method of accounting clearly reflected its income 
according to generally accepted accounting principles, whereas the 
judicial treatment of the advance rent, in contravention of the ac- 
crual method of accounting adopted by the taxpayer, was a distor- 
tion of income. In addition, the taxpayer was not permitted to de- 
duct expenses relating to future years for which the advance rentals 
were received. This, implies South Dade Farms, although it may 
distort net earnings, clearly reflects income. 


15 138 F.2d 818 (5th Cir. 1943). 
16 South Dade Farms, Inc. v. Comm’r, supra note 15, at 819; italics added. 
17 28 T.C. 706 (1957). : 
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RECEIPTS FROM THE F'utTuRE RENDITION OF SERVICES 


The first in the line of prepaid service income cases was Automo- 
bile Underwriters, Inc.® The taxpayer in this case solicited auto- 
mobile insurance for a reciprocal insurance association. Hach appli- 
cant for insurance paid the taxpayer a one-year or three-year mem- 
bership fee, which was to cover the services of the taxpayer as 
attorney in fact for the applicant. This fee was in addition to the 
premium for the actual insurance coverage, which was paid directly 
to the insurers. The taxpayer’s books did not accurately reflect a 
segregation of the yearly dues from those for the three-year service, 
although a reserve for the unearned portion of these fees had been 
established. The taxpayer admitted its reserve method to be in er- 
ror, but claimed that it should report only the fees earned during 
the taxable year and allocate the unearned portion to subsequent 
years, as required by the accrual method of accounting. 

If the Board felt that the fee had been earned in the year of re- 
ceipt or had been improperly allocated, its decision made no men- 
tion of this. It stated simply : *° 

... We know of no authority of law which would permit petitioner to thus 


treat these three-year membership fees. The cash received from them had 
already ripened into gross income in the year in which received. .. . 


Without any authority or analysis of any kind, the Board held 
the cash received ‘‘ripened into gross income’’ merely by reason of 
its receipt, a concept which would surprise anyone with even the 
most basic knowledge of accounting theory. 

The next case was Bradstreet Company of Maine.” The taxpayer 
was engaged in the furnishing of financial information to subscrib- 
ers on an annual basis, for which it received fees in advance. Prior 
to the years in controversy it had treated the entire fees from sub- 
scriptions as income in the year of receipt. It then sought to change 
the accounting method so as to defer the unearned portion of the 
subscription by a pro rata allocation on a monthly basis. The Board 
recognized the validity of the accounting concept of deferral in re- 
gard to advance receipts of income, but held against the taxpayer 
on the ground that the suggested change ‘‘does not more clearly 
reflect income than the one now used.’’ The Board’s recognition of 
the concept of deferral is indicated by its statements that ** 


...if a proper portion of the total subscriptions could be deferred, income 


18 19 B.T.A. 1160 (1930). 

19 Automobile Underwriters, Inc., supra note 18, at 1165. 

20 23 B.T.A. 1093 (1931), rev’d on other grounds, 65 F.2d 943 (1st Cir. 1933). 
21 Bradstreet Company of Maine, supra note 20, at 1099, 1102. 
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would be more clearly reflected, but we can not agree that ... [the method 
suggested by the taxpayer] would be proper... . If the amount of income 
from any particular subscription which is earned in each of the two years 
involved could be determined, it would no doubt be proper to make an allo- 
cation on that basis. ... 


Although often cited as precedent for the principle that advance 
receipts of prepaid income are taxable in the year of receipt, Pio- 
neer Automobile Service Co.” involved only the problem of the de- 
ductibility of a reserve for estimated expenses. The taxpayer con- 
tended that the reserve established for this purpose constituted a 
trust fund, but the Board dismissed this contention on the ground 
that the amounts in the reserve had not been so treated by the tax- 
payer. 

In Northern Illinois College of Optometry * the Tax Court, in 
reliance upon Automobile Underwriters, Inc., held that tuition paid 
in advance was taxable income in the year of receipt. 

In late 19438, the Court of Appeals for the Fifth Circuit decided 
South Dade Farms, Inc. v. Commissioner, discussed supra. The fal- 
lacious reasoning in this case gave a tremendous impetus to the rule 
of including prepaid income in the year of receipt. Two cases de- 
cided in 1944 carried the banner still farther. 

In South Tacoma Motor Co.* the taxpayer sold, for cash, coupon 
books entitling the purchaser to certain services which might be 
called for and performed after the year of sale. The purchaser had 
the right to rescind and receive a refund. The taxpayer set up the 
amount received as a liability, and when a coupon was later pre- 
sented and service rendered, an aliquot part of the original sale 
price was transferred to income. 

The taxpayer made two arguments to sustain its position: (1) the 
customer had the right to rescind the contract and receive a refund 
after the year in which the coupon book was sold; and (2) many of 
the required services would be performed subsequent to the year in 
which the coupon book was sold. The first was properly overruled 
on the authority of Brown v. Helvering on the ground that ‘‘the fact 
that some portion of ... [the money] might have to be refunded in 
some future year in the event of cancellation ... did not affect its 
quality as income.’’ The second point was overruled by the Court’s 
relying on South Dade Farms, Inc. v. Commissioner and repeating 
the specious distinction that the Code only ‘‘required that the 


22 36 B.T.A. 213 (1937). 
23 2 TCM 664 (1943). 
243 T.C. 411 (1944). 
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method of accounting clearly reflect income, not net earnings.’’ To 
buttress its position, it threw in the claim of right doctrine and 
came up with a conclusion that begged the very question it was 
called upon to decide.” 


Since petitioner’s method of accounting did not treat the proceeds received 
from the sale of these coupon books as income in their entirety in the taxable 
year in which they were received, it follows that petitioner’s method of ac- 
counting did not clearly reflect its income. ... 


Your Health Club, Inc.,** decided in the same year, involved ad- 
vance receipts under annual contracts, requiring performance of 
health and gym services for a period which extended beyond the 
taxable year. The contracts provided also for the refund of a por- 
tion of the charge upon cancellation by the member. In reliance on 
the ‘‘established body of precedent,’’ and particularly on South 
Tacoma Motor Co. and South Dade Farms, Inc., the Court held that 
the taxpayer must include in gross income not only the eash re- 
ceived, but also the unpaid portion of the contract price as an 
‘amount receivable.’’ Although the services had not yet been ren- 
dered, payment had not yet been received, and the contract was sub- 
ject to cancellation, the taxpayer was taxed on this ‘‘income.’’ It 
seems but a short step, although admittedly unlikely, to the inde- 
fensible position that estimated income under future contracts 
should be includible in gross income. 

In National Airlines, Inc.” the taxpayer reported its income from 
ticket sales in the year of receipt, whether or not the transportation 
represented by the tickets had been furnished. The Civil Aeronau- 
tics Board directed the taxpayer to keep its books in such a way as 
to defer receipts from tickets for which transportation had not 
actually been furnished. The taxpayer requested permission to 
change its method of accounting for income tax purposes to the pre- 
scribed method, which was refused. The Court answered the argu- 
ments of the taxpayer by again misapplying the rule of Brown v. 
Helvering and citing South Tacoma Motor Co. and Your Health 
Club, Inc. National Airlines might be distinguished, however, in 
that here the Court is supporting the Commissioner’s refusal to 
permit a change of accounting method, whereas in the preceding 
cases the Commissioner was attempting to set aside a method al- 
ready in use. 

The Commissioner’s position was steadfastly upheld by the Tax 


25 South Tacoma Motor Co., supra note 24, at 417; italics added. 
26 4 T.C, 385 (1944). 
279 T.C. 159 (1947). 
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Court in the series of cases that followed.” It was not until January 
1955 that the Commissioner was handed his first major defeat by 
the Court of Appeals for the Tenth Cireuit,”® which was followed in 
1959 by the Court of Appeals for the Second Cireuit.*® The recent 
developments in this area will be discussed in a subsequent part of 
this article. 


RECEIPTS FROM THE F'uTuRE SALES OF PROPERTY 


Where payments were made in advance for goods to be sold sub- 
sequently, the cases have quite uniformly held that the advance pay- 
ments are not income.** The general rule in respect to receipts in 
advance for future delivery of goods was set forth in Veenstra & 
De Haan Coal Co.,” a case acquiesced in by the Commissioner. The 
taxpayer, a retail coal dealer, required his customers to pay ad- 
vance deposits on contracts calling for future delivery of coal to 
them. The deposits were to be refunded to the extent that the tax- 
payer could not deliver the coal. The Court held the deposits not 
to be taxable income and distinguished this case from the line of 
cases dealing with advance receipts from the future rendition of 
services.** 


Those were cases in which payments were made in advance for personal 
services, and transactions were closed in the several taxable years in which 
the payments were made. The advance payments in those eases constituted 
gross income when received, and the fact that deductions might be accrued 
or paid in a subsequent year when the services, or a part of them, were 
rendered, did not prevent the inclusion of the payments in taxable income 
for the year when they were received. In the instant case the transactions 
were executory contingent contracts for the sale of unascertained goods, and 
they were in no sense closed transactions. The deposits made incident to these 
transactions would be gross income only if they represented gains from 
closed and completed sales, or at least from contracts of sale. 


In Woodlawn Park Cemetery Company * the amount estimated 
as gain in connection with payments received by taxpayer under 
contracts for the sale of burial space in a mausoleum unit it planned 


28 East Penn Transportation Co., 6 TCM 1097 (1947); Doall Tulsa Company, 8 TCM 
343 (1949) ; Automobile Club of Michigan, 20 T.C. 1033 (1953) ; Beacon Publishing Co., 
21 T.C. 610 (1954). 

29 Beacon Publishing Co. v. Comm’r, 218 F.2d 697 (10th Cir. 1955). 

30 Bressner Radio, Inc. v. Comm’r, 267 F.2d 520 (2d Cir. 1959). 

31 Sophie M. Garretson, 10 B.T.A. 1381 (1928); Summit Coal Co., 18 B.T.A. 983 
(1930) ; Virginia Iron Coal & Coke Co., 99 F.2d 919 (4th Cir. 1938). 

82 11 T.C. 964 (1948). 

33 Veenstra & De Haan Coal Co., supra note 32, at 967. 

3416 T.C. 1067 (1951). 
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to construct were held to be not includible in income. The taxpayer 
was not obligated to construct the unit or to complete it, but could 
return the payments with interest and be free from liability. Even 
though the Commissioner was only attempting to tax the estimated 
gain on the sale rather than the full amount of the receipts, the 
Court held for the taxpayer, basing its decision on the fact that the 
contracts were executory and contingent and were not completed 
sales. The Court stated: *° 

Unlike in the Veenstra case, the respondent here is not attempting to tax 
the full amounts of the payments made in 1944 and 1945, but only the por- 
tion of them which he apparently considers to be gain. However, to sustain 
such an attempt would require treating the contracts closed in 1945. ... 
Since such action would be in violation of the principles set forth in the 
Veenstra case, it cannot be sustained. 


In the recent case of Wallace A. Moritz,* the Tax Court appeared 
to be making an inroad into the line of cases summarized by the 
Veenstra decision and reaffirmed by Woodlawn Park Cemetery 
Company. The taxpayer, a photographer, held customers’ deposits 
for portraits which were not completed or accepted until the fol- 
lowing year. If the customer was dissatisfied, the full deposit was 
returned. The Court held the deposits to be income to the taxpayer, 
relying on the claim of right doctrine, and disposing of the Veenstra 
case with the simple statement,** 

... in that case there was an executory contract and not a transaction that 
was subject only to some future contingent liability. 


It is doubtful, however, that this decision represents a trend away 
from the established view that advance receipts from future sales 
are not income. The Court appears to have based its decision on the 
theory that the receipts were in the nature of fees for the rendition 
of services rather than from the sale of the portraits, although if 
this were the view of the Court, it would seem simple enough for it 
to have distinguished the Veenstra case on these grounds. This dis- 
tinction would not be without merit. But the distinction relied upon 
failed to consider that this was more than a ‘‘future contingent lia- 
bility’’; there was no completion or delivery of the finished por- 
traits or the proofs until the year after the deposit. 

Furthermore, the basic distinction relied on by the Tax Court 
between advance receipts from future sales of property and those 
from the future rendition of services seems of questionable validity. 


35 Woodlawn Park Cemetery Company, supra note 34, at 1080. 
36 21 T.C. 622 (1954). 
87 Wallace v. Moritz, supra note 36, at 625. 
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Section 452 


The problem was brought to the attention of the House Ways and 
Means Committee on July 21, 1953 by representatives of the Ameri- 
can Institute of Accountants and others.** This resulted in the en- 
actment of section 452 into the 1954 Code under which an accrual 
basis taxpayer could elect to defer prepaid income. Although the 
1939 Code had the machinery to handle this problem on the admin- 
istrative level, it was felt that specific legislative approval was re- 
quired to erase the effect of the judicial decisions previously dis- 
cussed. 

Under section 452 a taxpayer using the accrual method could 
defer the reporting of prepayments of income until the years in 
which the income was earned. Such period of deferral, with certain 
exceptions, could not exceed five years. ‘‘ Prepaid income’’ was de- 
fined as any amount includible in gross income received in connec- 
tion with, and directly attributable to, a liabiilty which extended 
beyond the tax year in which the income was received. The term 
‘‘liability’’? meant a liability to render services, furnish goods or 
other property, or allow the use of property. It did not include in- 
come treated as gain from the sale or disposition of a capital asset. 

It appeared that tax accounting rules had at last moved substan- 
tially toward a rapport with generally accepted accounting princi- 
ples. While many practitioners felt this problem should have been 
handled by the application of generally accepted accounting prin- 
ciples rather than by the establishment of specific rules, the long- 
awaited change was warmly accepted. 

This rule was abandoned as the result of the repeal of sections 
452 and 462 on June 15, 1955.*® Originally, the estimate of the rev- 
enue to be lost as the result of the enactment of sections 452 and 462 
and certain other accounting provisions was forty-five million dol- 
lars for the fiscal year 1955. After the enactment, a subsequent esti- 
mate by the American Institute of Accountants placed the revenue 
loss at five hundred million. Other sources believed that this loss 
might run to several billion dollars. Althoug’: section 462 would 
have been the primary cause of this loss, both sections 452 and 462 
were repealed retroactively. The Secretary of the Treasury in a 
letter to the House Committee on Ways and Means indicated ‘‘that 
the repeal of Sections 452 and 462 should operate simply to reestab- 


38 Hearings Before the House Committee on Ways and Means Regarding General Rev- 
enue Revision, 83 Cong., 1st Sess., pt. 1, 585 (1953). 
39 Pub. L. No. 74, 84th Cong., 1st Sess. (June 15, 1955). 
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lish the principles of law which would have been applicable if 
Sections 452 and 462 had never been enacted.’’ *° 

The Senate Finance Committee, reporting on the repeal, ex- 
pressed their intent that tax accounting had to be brought into 
harmony with generally accepted accounting principles.*! 

Your committee desires to make its position clear that it expects to report 
out legislation dealing with prepaid income and reserves for estimated ex- 
peuses at an early date. As indicated above, the existing rulings of the Treas- 
ury Department and the court decisions dealing with estimated expenses and 
prepaid income are now in such a state of confusion and uncertainty that in 
the opinion of your committee legislative action is required on these subjects. 
In addition, your committee believes that it is essential that the income tax 
laws be brought into harmony with generally accepted principles. Moreover, 
your committee believes that the present status, where some taxpayers are 
able to defer prepaid income, while others are not, is inequitable and should 
not be allowed to continue. In order to eliminate this uncertainty and dis- 
crimination, definite rules must be written into the income tax law. 


The tax bar is eagerly awaiting this improvement. 


Recent DrEvELOPMENT 


The attention generated by the enactment and subsequent repeal 
of section 452 of the 1954 Code seemed to create a new awareness of 
the need for reconciling tax and accounting concepts. Early in 1955 
the Commissioner suffered his first major setback in Beacon Pub- 
lishing Co.** at the hands of the Court of Appeals for the Tenth Cir- 
cuit. The taxpayer, a publisher of ‘a daily newspaper, had prior to 
1943 reported as income on the accrual basis amounts received for 
prepaid subscriptions. In 1943, without receiving the consent of the 
Commissioner, it deferred the unexpired portions of the subscrip- 
tions. The Tax Court had held,** under the claim of right doctrine, 
that the full amount of the prepaid subscriptions constituted tax- 
able income in the year of receipt. It relied on Booth Newspapers, 
Inc.,* which required a cash basis taxpayer to include prepaid sub- 
scriptions as income in the year of receipt, a decision which held 
only that the Commissioner was within his authority to refuse to 
permit a cash basis taxpayer to change to the accrual method. This 
reliance seemed to indicate a lack of appreciation on the part of the 
Tax Court of the distinction between the cash and accrual bases 
of accounting. 





40 H.R. Rep. No. 293, 84th Cong., Ist Sess. (1955), 1955-2 Cum. BuLu. 855. 

41 §.Rep. No. 372, 84th Cong., Ist Sess. (1955), 1955-2 Cum. BuLL. 852, 861. 
42 See note 29 supra. 

43 Beacon Publishing Co., 21 T.C. 610 (1954). 

4417 T.C, 294, aff’d, 201 F.2d 55 (6th Cir. 1953). 
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On appeal, the Court of Appeals for the Tenth Circuit, in a criti- 
cal analysis of the previous interpretations of the claim of right 
doctrine by the Tax Court, reversed, stating: * 


In each of these [cited] cases the question presented was whether the 
ownership or claim of ownership to the funds was sufficient for them to be 
taxed as income to the person receiving them, and there was no issue as to 
when they were returnable for taxation. ... 

In the instant case, there is no dispute as to the ownership of the funds. 
Admittedly they belong to the taxpayer with no restriction as to disposition. 
The question is, when shall they be taxed? The tax court, as it has in other 
eases, took the literal language from the context of the opinions in the fore- 
going cases and applied it to the prepaid income here even though there is 
no dispute as to the ownership of the funds. It gave no consideration to the 
fact that the taxpayer accounts for its income under the accrual method and 
will not incur the expenses necessary to earn the income until following tax- 
able years. In other words, the tax court holds that advance payments re- 
ceived by a taxpayer, which are subject to income tax, must be returned in 
the year of receipt if owned or claimed by the taxpayer, regardless of the 
method of accounting which has been adopted, or when the funds are actually 
earned. Such application of the rule limits the accrual method to that class 
of cases where money has been earned and the right to it has been fixed, but 
the receipt is delayed to a subsequent taxable period. The application of the 
doctrine would in most cases result in a distortion of an accrual taxpayer’s 
true income. 


In 1940 the Treasury had ruled that publishers of periodicals on 
the accrual basis, who over a period of years had consistently de- 
ferred the reporting of prepaid income, would be permitted to con- 
tinue to file their tax returns on that basis.** In Beacon Publishing 
Co., as in National Airlines, Inc.," the taxpayer attempted to defer 
the prepaid income even though it had not reported its income on 
this basis in the past. This was approved by the Court of Appeals 
which held that ** 

...a taxpayer may, without the consent of the Commissioner, apply the 
method of accounting which he has adopted, though not theretofore applied 
to a particular item, when that change will correct errors and clearly reflect 
his income. 


The Beacon Publishing Co. case was discussed in the Report of 
the Senate Finance Committee on the repeal of sections 452 and 
462. The Committee stated: * 


The Secretary of the Treasury . . . indicated that the repeal of section 


45 Beacon Publishing Co. v. Comm’r, supra note 29, at 700. 

46 I.T. 3369, 1940-1 Cum. BuLL. 46. 

479 T.C. 159 (1947). 

48 Beacon Publishing Co. v. Comm’r, supra note 29, at 702. 

49 S.Rep. No. 372, 84th Cong., 1st Sess. (1955), 1955-2 Cum. BuLL. 852, 861. 
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452 will not be considered by the Department as either acceptance or rejec- 
tion by Congress of the decision in Beacon Publishing Company v. Commis- 
sioner or in any other judicial decisions. 


However, the Committee apparently did not disagree with the 
equity of the decision when it stated: °° 

. it has come to your committee’s attention that the vast majority of 
publishing concerns having prepaid income are already deferring their in- 
come with Treasury approval. It is recommended to the Treasury Depart- 
ment that it modify its published ruling to the end that the remaining pub- 
lishers may be entitled to defer prepaid subscription income so that they may 
be placed on a fair and equitable basis. 


In spite of this mandate and the decision of the Beacon Pub- 
lishing Co. case, the Treasury concluded that without express statu- 
tory sanction it could not permit new publishers to spread subscrip- 
tion income over the period of the subscription, nor could it permit 
existing publishers to change over to this method of reporting sub- 
scription income. This resulted in the enactment of section 455,™ 
which provided that prepaid subscription income may be included in 
the income of the publisher in the year in which he is required to 
furnish or deliver the newspaper, magazine, or other periodical. A 
1959 Ruling © reiterated the position of the Commissioner, in that 
for taxable years beginning before 1958, the effective date of section 
455, prepaid subscription income is taxable in the year received un- 
less the taxpayer qualified under the previous 1940 Ruling.®* Section 
455 is the only legislative provision in effect at the present time re- 
quiring prepaid income of an accrual basis taxpayer to be treated 
in accord with generally accepted accounting principles. 

However clear the analysis of the claim of right doctrine in Bea- 
con Publishing Co., the Tax Court refused to re-analyze its previous 
interpretations. In the next case before it concerning prepaid in- 
come, Curtis R. Andrews, the Tax Court held that prepaid tuition 
receipts for dance lessons constituted income in the year of receipt, 
under the accrual method of accounting, even though a number of 
prepaid lessons remained to be taught at the end of such year and 
some portion of such receipts might have to be refunded in the 
future. 

Instead of a critical review of its previous decisions in view of the 


50 Ibid. 
51 Technical Amendments Act of 1958, Sec. 28, Pub. L. No. 866, 85th Cong., 2d Sess. 
(1958). 
52 Rev. Rul. 59-142, 1959 Inv. Rev. BuLu. No. 17, at 12. 
53 See note 46 supra. 
54 23 T.C. 1026 (1955). 
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enlightened analysis of the Beacon case, the Tax Court merely re- 
gurgitated its former holdings.” 

Irrespective of the merits of the generally accepted commercial accounting 
treatment of prepaid income, it has been clearly established that, under the 
‘“elaim of right’’ doctrine, prepaid income must be reported as income in the 
year of receipt... . The essential criterion of these cases is present here, 
namely, that there was no restriction as to the use or disposition of the pre- 
paid receipts. 

The analysis of the holding in the Beacon Publishing case was sim- 
ply that °° 

The ‘‘claim of right’’ doctrine is firmly established and must govern the 
result herein. We agree with the dissenting opinion... . 

The question whether the claim of right doctrine is applicable to 
this type of case is still being answered simply by the statement 
that it is ‘‘firmly established.’’ 

The first case to come before the Supreme Court on the question 
of prepaid income was Automobile Club of Michigan v. Commis- 
sioner.”” The taxpayer received dues in advance for one year from 
its members. When received, the taxpayer credited the amount to a 
liability account designated Unearned Membership Dues. During 
the first month of membership and each of the following eleven 
months, one-twelfth of the amount paid was credited to an income 
account designated Membership Income. This method of accounting 
was followed from 1934. The income from such dues was the amount 
credited in the year to the Membership Income account. The Tax 
Court ** again relied on the claim of right doctrine to disallow de- 
ferrals of these unearned receipts and apparently the decision of 
the Court of Appeals for the Sixth Cireuit®® was on the same 
grounds. However, the decision of the Supreme Court, while affirm- 
ing the decision of the lower Court, was placed on the far narrower 
ground that the particular method of deferral adopted by the Club 
was unsatisfactory.” 

... The pro rata allocation of the membership dues in monthly amounts is 
purely artificial and bears no relation to the services which petitioner may in 
fact be called upon to render for the member. 

The Supreme Court implied that a realistic deferral would have 
been permissible and found only that no realistic deferral had been 


55 Curtis R. Andrews, supra note 54, at 1032; italics added. 

56 Id. at 1033. 

57 353 U.S. 180 (1957). 

58 Automobile Club of Michigan, 20 T.C. 1033 (1953). 

59 Automobile Club of Michigan v. Comm’r, 230 F.2d 585 (6th Cir. 1956). 
60 Automobile Club of Michigan v. Comm’r, supra note 57, at 189. 
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made. Thus, the issue of the inclusion of prepaid income, properly 
allocated to future periods, in current taxable income was not 
passed upon by the Supreme Court. The Commissioner’s setting 
aside of the taxpayer’s method of accounting was permitted as a 
result of the Court’s determination that the Club’s accounting 
method did not clearly reflect its income. The broad discretion of 
the Commissioner to select the cash basis once he has shown the tax- 
payer’s system to be inadequate was the basis for the Supreme 
Court decision. It appears to have accepted the principle that 
proper accrual accounting would be acceptable tax practice. It is 
interesting to note that three Justices dissented from even this 
limited support of the Commissioner’s position. 

A recent decision by the Court of Appeals for the Second Cireuit 
in Bressner Radio, Inc. v. Commissioner * has revived the hopes of 
tax practitioners on the issue of prepaid income. The taxpayer, a 
retail television dealer, entered into written service contracts in 
connection with its sales of television sets. For a consideration of 
from $80 to $100, the taxpayer agreed to service the receivers for a 
period of twelve months. Experience showed that eight to twelve 
service calls per contract were made during the twelve-month pe- 
riod the contract was in existence. On its income tax return the 
dealer allocated 25 per cent of the service contract price to the in- 
stallation cost and deferred the balance over the twelve-month pe- 
riod of the contract. 

The Tax Court,” relying on the Supreme Court decision in Auto- 
mobile Club of Michigan v. Commissioner, held that the proration 
‘*is purely artificial and bears no relation to the services which peti- 
tioner may in fact be called upon to render.’’ While one might dis- 
agree with the finding of the Court that the pro rata allocation did 
not clearly reflect income, the decision at least was not based solely 
on the receipt of the amounts under the service contracts. This 
seems to be a departure from the previous line of cases treating 
such receipts as taxable income regardless of whether they were 
properly treated as being earned in a subsequent period. 

On appeal, the Court of Appeals for the Second Circuit, reversing 
the Tax Court, analyzed the claim of right cases cited by the Com- 
missioner and stated: * 


. . With the sole exception of Automobile Club of Michigan v. Commis- 
sioner, supra, not one of these cases deals on the merits with the question of 


61 267 F.2d 520 (2d Cir. 1959). 
62 Bressner Radio, Inc., 28 T.C. 378 (1957). 
63 Bressner Radio, Inc. vy. Comm’r, supra note 61, at 524, 525, and 528. 
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the propriety of the deferral of prepaid receipts held without other restric- 
tions as to use than the liability to perform future services on demand... . 
The cases individually or the so-called ‘‘claim of right’’ doctrine which they 
may collectively embody do not establish such a definition. To the contrary, 
in each of the cases cited which is relevant, the Supreme Court used as its 
starting point generally accepted methods of accrual accounting. . . . 

Therefore there is no basis whatever in the cited cases for the Commis- 
sioner’s broad assertion that for tax purposes concededly unearned receipts 
must be regarded as income in the year of receipt, and there is nothing to 
indicate that in construing ... [the Internal Revenue Code] the Supreme 
Court has generally departed from the standard of sound accounting prac- 
tice in determining what methods are authorized. ... Absent an express Con- 
gressional command, a lack of congruenecy between the accrual methods au- 
thorized ... and sound accounting practice must arise out of a demonstrable 
requirement of sound administration of the revenue laws. ... No such need 
has been demonstrated in support of the Commissioner’s position, and no 
such Congressional command has been cited. Indeed the command of... 
[the statute] is plainly to the contrary in a case such as this. 


The final issue discussed by the Court was whether the pro rata 
monthly deferral employed by the taxpayer did clearly reflect in- 
come or whether it was purely artificial within the meaning of the 
Automobile Club of Michigan decision. It distinguished the case 
before it on the grounds that * 

. .. petitioner’s regularly employed method of accounting on an accrual 
basis and its deferral of income so that it most clearly matched the corre- 
sponding expenses clearly reflected its true income. Its method and the sta- 
tistical material supporting its figures were not ‘‘purely artificial.’’ They 
bore a carefully estimated relationship to the services petitioner would be 
called upon to render. The record does not reveal a factual basis for permit- 
ting the Commissioner to adopt a method of his own on the ground that 
petitioner’s method ‘‘does not clearly reflect income.’’ 


After the decision of the Court of Appeals for the Second Circuit 
in Bressner Radio, the question of prepaid income again came be- 
fore the Tax Court in Automobile Club of New York, Inc.® Al- 
though there was a strong dissent, it reiterated its former position 
in refusing to permit the deferral of prepaid income from auto club 
dues. The case has been appealed to the Court of Appeals for the 
Second Circuit, and it will be interesting to note whether it will fol- 
low its holding in Bressner Radio or follow the Supreme Court de- 
cision in Automobile Club of Michigan. While the Court of Appeals 
was able to distinguish Bressner Radio from Automobile Club of 
Michigan, these distinctions do not seem to apply to the particular 
facts of Automobile Club of New York. 


64 Id. at 529. 
65 32 T.C. No. 79 (1959). 
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A recent case, Mark E. Schlude,® decided in September, 1959, is 
very similiar on the facts to Curtis R. Andrews.“ The taxpayers, 
partners operating Arthur Murray Dance Studios, entered into 
contracts with students whereby they agreed to furnish dancing 
lessons. The students would usually make a down-payment and pay 
the balance in installments, giving a note therefor. The taxpayers, 
on the accrual basis, included in gross income the pro rata portion 
of the contract price, based on the number of lessons taught during 
the year. The Tax Court, relying on the Andrews case, held that the 
entire contract price accrued at the time the contract was entered 
into, since the taxpayers had the right to receive a fixed and de- 
terminable amount. 

The most recent case to come before the Tax Court is Streight 
Radio and Television, Inc.® The taxpayer, which kept its books on 
the accrual basis, was in the business of selling television sets and 
of servicing the sets it sold. It attempted to defer the amounts 
charged for the service contracts in proportion to the number of 
months the contract entered into during the taxable year would ex- 
tend into the following year. Because of the reversal in Bressner 
Radio, the Tax Court was careful to base part of its decision on the 
ground that the taxpayer ‘‘failed to prove that the method of de- 
ferral used bore any significant relation to the services to be per- 
formed.... For these...reasons, Bressner Radio, Inc. v. Commis- 
sioner ...is factually distinguishable.’’ 

Having thus distinguished the case on the facts, the Court further 
held that the taxpayer had acquired a substantially fixed and un- 
conditional right to receive the amounts at the time the contract was 
entered into and was thus taxable on these receipts. Its dictum re- 
iterated its belief that ‘‘tax accounting does not concern itself with 
the fine question of whether items have been ‘earned’ in the ac- 
counting sense... .’’ Nevertheless, its reliance on the factor of im- 
proper allocation seems to indicate a slight retreat from the old 
view that regardless of the method of allocation, prepaid income is 
taxable in the year of receipt. 

The Commissioner has just announced his intention to resist the 
trend toward recognizing the concept of income deferral. A recent 
Technical Information Release ® stated that the following Revenue 
Ruling will soon be issued: 


66 32 T.C. No. 124 (1959). 

67 See note 54 supra. 

68 33 T.C. No. 15 (1959). 

69 Technical Information Release No. 205, Jan. 19, 1960. 
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Rev. Rul. 60.— 

The Internal Revenue Service will continue its general policy of taxing 
prepaid income in the year of receipt. This policy applies to income from 
contracts to furnish services and to other types of prepaid income, such as 
prepaid royalties, rent, bonuses, ete., regardless of whether the period of 
proration is definite or indefinite, unless different treatment is specifically 
provided for in either the Internal Revenue Code or the regulations there- 
under. 


The Internal Revenue Service also announced that ‘‘it will not 
follow the adverse decision of the Court of Appeals for the Second 
Circuit in Bressner Radio, Inc. v. Commissioner, dated May 28, 
1959, in cases involving prepaid income.’’ 

It seems that the conflict between accounting concepts and the tax 
law is not to be easily resolved. 


JUSTIFICATIONS FOR THE Tax RULE 


The lack of correlation between income tax accounting and gen- 
eral accounting is due to the conflict of interest between tax admin- 
istrators and taxpayers. The outlook of the Treasury is strongly 
influenced by pressing revenue needs as well as long-range demands 
for governmental revenues. The administrative necessity for the 
practical and efficient application of accounting concepts often pre- 
vents treatment that would otherwise be accorded them in a theo- 
retical or pedagogical environment. For a number of reasons, rules 
are sometimes applied to serve immediate needs although they may 
result in the sacrifice of the application of general accounting 
theory to the field of taxation. 

The discussion of the principal arguments in favor of the strict 
tax accounting rules of taxing prepaid income in the year of receipt 
may be outlined as follows: 

1. Protection of the revenues. The position of the Treasury is 
that the tax should be levied at the time the taxpayer has the funds 
from which payment can be made. The bird-in-hand view has a 
practical advantage, in that immediate collection of taxes on all 
funds received by the taxpayer minimizes evasion and avoids loss 
due to the reliance on the taxpayer’s future solvency. 

While such interests are legitimate, they do not authorize the un- 
warranted construction of the Code that would be necessary in 
order to permit this departure from generally accepted accounting 
principles. Congress apparently intended taxable income to corre- 
spond as closely as possible to what sound business judgment would 
regard as the net income of the enterprise. Specific statutory safe- 
guards could have been written into the Code if Congress had felt 
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them to be necessary to protect the revenues, as in the case of the 
provisions relating to withholding of taxes on employees and on 
non-resident aliens and foreign corporations, estimated tax pay- 
ments, jeopardy assessments, and the like. 

2. Ease of administration. Advocates of the tax rule hold that it 
is less difficult to administer as the amount subject to taxation can 
be more readily determined by this means and involves fewer sub- 
jective judgments and estimates. They base this on the fact that 
accounting theory does not provide automatic answers to questions 
pertaining to the time that advance receipts should be taken into 
current income or the amount that should be included in taxable in- 
come for a given year—questions that can be handled fairly simply 
by the yardstick of cash receipts. 

However, this inconvenience of the Treasury does not outweigh 
the legitimate interests of the taxpayer. Difficult problems of de- 
termination and valuation abound throughout the Code. The contin- 
ual capital gains versus ordinary income controversy would not 
justify administrative disregard of the capital gains provisions. 

3. Conservatism of commercial accounting. The Treasury feels 
that it should not be bound by the conservatism of generally ac- 
cepted accounting principles. Proper accounting practice excludes 
questionable items of income and includes probable, though unreal- 
ized, losses and expenses, thus understating net income in doubtful 
cases. This doctrine of conservatism, according to this view, while 
encouraging prudent management and protecting the interests of 
creditors, investors, and the public, should not be determinative of 
tax consequences. 

To a considerable extent, this position is justified, for the Treas- 
ury cannot be expected to make a conservative estimate of a tax- 
payer’s income. Thus, a disregard of some of the most extreme 
principles of accounting may perhaps be countenanced. However, it 
is not proper to disregard some of the most basic principles—those 
concerning the deferral of prepaid income—which are necessary for 
an accurate (not conservative) determination of net income. Fur- 
ther, where the deferral of an advance receipt is unduly conserva- 
tive as a result of the application of these accounting principles, 
there is some justification for disregarding the accounting treat- 
ment. This should not, however, authorize the blanket disregard of 
the principles themselves where their application has not been im- 
proper or questionable. 

4, Flexibility of accounting principles. The Treasury may well 
question whether there are such generally accepted accounting prin- 
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ciples on which income taxation may rely in determining the inclu- 
sion in income of payments received in advance. ‘‘Generally ac- 
cepted accounting principles’’ are admittedly not a clearly defined, 
comprehensive set of rules. They allow different procedures for 
allocating income and deductions to various accounting periods, 
which may produce different determinations of net income in a 
given fiscal period. This, in effect, will in many cases give taxpayers 
a rather wide election among methods of accounting for such in- 
come. Since the federal income tax drains a large portion of the 
income of a business, the Treasury deems it unwise to permit tax 
consequences to depend on matters of judgment when the exercise 
of that judgment is self-serving and would be influenced by its im- 
pact on the amount of tax to be paid. 

However, similar elections exist in numerous other areas of the 
Code. The choice of methods of valuing inventories, computing de- 
preciation, and determining bad debt deductions; the adoption of 
the taxable year, the installment method, and the long-term con- 
tract method; even the basic determination of the method of ac- 
counting to be applied—all have an effect on the taxable income of 
an enterprise. Certainly, if the taxpayer is given the right to choose 
between the cash receipts and disbursements method and the ac- 
crual method in the first place, the Treasury should not complain 
of some lesser elections within the method chosen, if in accord with 
‘“generally accepted accounting principles.’’ The difference in tax- 
able income of a business computed on the cash basis as compared 
to the accrual basis will generally be far greater than between tax- 
able incomes computed on the accrual basis where different account- 
ing ‘‘principles’’ are applied. 

The important consideration in using an elective method author- 
ized by the Code or the Regulations is whether the method chosen is 
consistently followed and reasonably applied. The same standard 
should be applied to the taxpayer’s choice of a particular method 
which meets the test of generally accepted accounting principles. 
The most workable rule would be to provide that any reasonable 
method selected by the taxpayer will be upheld, preserving at the 
same time the presumption of correctness in the determination of 
the Commissioner that the taxpayer’s method was not reasonable. 
As long as the concept of the deferral of prepaid income is recog- 
nized, harmony between tax accounting and generally accepted ac- 
counting principles can be achieved in this area, notwithstanding 
disagreement as to the application of the concept in a particular 
case. It would have been far more acceptable to the accounting pro- 
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fession and the tax bar if the Tax Court in Automobile Club of 
Michigan and Bressner Radio had held for the Commissioner on the 
ground that the method of applying the concept of income deferral 
was not proper, rather than on the ground that prepaid income is 
taxable merely by reason of its receipt. 

Accounting does not pretend to be a science. Only to the unin- 
formed layman does it purport to show precise results. In every 
field there are differing points of view, even in the ‘‘pure’’ sciences, 
and while admittedly there is not full agreement among accountants 
as to the existence or application of ‘‘ generally accepted accounting 
principles,’’ the particular concept of income deferral rests on an 
extremely strong foundation of professional agreement. 

In summary, the arguments advanced in favor of the tax rule for 
prepaid income are not sufficiently strong to overcome the Congres- 
sional intent that taxable income be based on income determined 
under generally accepted accounting principles. While some tax- 
payers would undoubtedly attempt to abuse the right to allocate in- 
come to the periods in which it was earned, the additional policing 
requirements should be more than offset by the desirability of mak- 
ing tax income more nearly correspond to income as computed for 
other purposes. 


ConcLUSION 


Despite the presence of a statute which permits the recognition 
in the tax law of generally accepted accounting principles in regard 
to prepaid income, the Commissioner has consistently urged, and 
the Tax Court has consistently followed, the abortive tax account- 
ing rules. This has resulted in the presently existing state of confu- 
sion. However, since 1954 several Courts of Appeals have moved in 
the direction of conforming the rules of tax accounting to commer- 
cial practice. If this trend is continued, perhaps a set of workable 
rules may yet be developed on a case-by-case basis without the need 
for remedial legislation. However, the most recent decisions of the 
Tax Court have shown no inclination to follow this trend. The Com- 
missioner likewise still holds to the position that prepaid income 
may not be deferred. The Supreme Court, having had an opportu- 
nity to pass squarely on the question,” declined to do so. Perhaps 
the next step is up to Congress to follow the mandate of the Pres- 
ident in his 1954 budget message: ‘‘Tax accounting should be 
brought more nearly into line with accepted business accounting by 
allowing prepaid income to be taxed as it is earned rather than as 
it is received.”’ 


70 Automobile Club of Michigan v. Comm’r, 353 U.S. 180, n. 20 (1957). 
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Simplification of Income Tax Returns for 
New York State T'axpayers— Report 
to Senate Committee on Finance 
and Assembly Committee on 


Ways and Means" 


A: the 1958 session, the Legislature authorized the Senate Com- 
mittee on Finance and the Assembly Committee on Ways and Means 
to conduct a study of the present differences between New York and 
federal personal income tax laws, the problems to which such differ- 
ences give rise, and the methods by which the state law might be 
conformed to the federal so as to permit simplification of income tax 
returns for New York State taxpayers. 

This Report is submitted by the Study Group ** appointed by 
your Committees to make the survey authorized by the Legislature. 

The study has sought to ascertain whether it would be feasible to 
devise a system which would permit a taxpayer to use his federal in- 
come tax return as the basis for computing his New York State per- 
sonal income tax. Ideally, under such a system, the taxpayer would 
file with the state a copy of his federal return together with a card 
or short form on which he would apply state rates to the income re- 
ported on his federal income tax return. While minor compromise 


*This Report and Study for the New York State Legislature was undertaken in re- 
sponse to a 1957 resolution of the Executive Committee of the New York State Bar Asso- 
ciation based upon a report by Peter Miller, chairman of cooperating sub-committees of 
the Committee on Personal Income Taxation of that Association and the Committee on 
Taxation of the New York County Lawyers Association. A modified version by Mr. Miller 
of his Bar Association report appeared as Proposal for a Federally-Based New York 
Personal Income Taz in 13 Tax L. Rev. 183 (1958). 

** PauL L. FRANKEN is a member of the New York Bar, a member of the firm of 
Rabino, Franken, Kramer, Bam & Nessen, New York City, and is Tax Consultant to the 
New York State Department of Taxation and Finance. 

Perer MILLER is a member of the New York Bar, an associate of the firm of Chad- 
bourne, Parke, Whiteside and Wolff, New York City, and is Tax Consultant to the New 
York State Department of Taxation and Finance. 

AuBeErt C, PETITE is a member of the New York Bar, a member of the firm of Spear and 
Hill, New York City, and is Tax Consultant to the New York State Department of Taxa- 
tion and Finance. 

Grorce M. SHAPIRO is a member of the New York Bar and a member of the firm of 
Proskauer, Rose, Goetz & Mendelsohn, New York City. 
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with this ideal is necessary in order to permit a small number of de- 
viations from federal law, it is our conclusion that a greatly simpli- 
fied procedure can be evolved which will be far more convenient for 
taxpayers, accountants, and lawyers in New York State and permit 
significant economies and improved administration in the Depart- 
ment of Taxation and Finance. 

New York State’s personal income tax law is essentially similar 
to the federal income tax law. Through the years, there have been 
repeated efforts to ‘‘conform”’ to the federal law at many points. 
Nevertheless, a great number of differences have arisen as federal 
changes have multiplied. While many of these differences have little 
fiscal significance, they compel wholly different computations by 
taxpayers and impose unnecessary administrative and enforcement 
burdens upon the state. 

The procedure we propose would result in adoption by the state, 
to the fullest extent feasible, of federal provisions for determining 
taxable income. Similar federally-based state personal income taxes 
are now in force in Alaska, Kentucky, Idaho, Iowa, Montana, North 
Dakota, and Vermont. 


ADVANTAGES OF A F'EDERALLY-BasEep IncomE Tax 


Adoption by New York of the federal income tax rules for deter- 
mining the amount of the taxpayer’s income would have many 
significant advantages—for the. taxpayer, the state, and the 
Legislature. 

(a) Advantages to the taxpayer. A federally-based income tax 
would permit the shortening and simplification of New York’s 
cumbersome personal income tax forms and reduce from hours to 
minutes the time required for preparation of state tax returns. At 
present, after a taxpayer has completed the lengthy task of com- 
puting his income and deductions for federal income tax purposes, 
he must start over again with a second calculation of his items of 
income and deduction based on New York tax rules, differing from 
the federal rules in a host of details, most of which are of little 
consequence to the taxpayer or to revenue collections. This dupli- 
cation of work is burdensome and costly not only for the taxpayer, 
but also for accountants, lawyers, and others having the duty to 
prepare large numbers of returns. 

Study of the hundreds of differences between present federal 
and New York tax rules reveals that with a few exceptions these 
differences do not justify the inconvenience to the taxpayer and the 
expense to the state. Only a small number of these differences have 
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any substantial justification on constitutional or policy grounds. 
The great majority appear to be the result of manifold difficulties 
now encountered in keeping New York State’s Tax Law abreast of 
the innumerable changes in the federal Internal Revenue Code. 

(b) Advantages to the state. The state would derive even greater 
benefit from sweeping away unsupportable differences. Because 
state income tax rates are low in comparison with federal rates, no 
state can afford field audit and enforcement machinery comparable 
to that of the Federal Government. The most economical means 
available to a state for checking up on taxpayers is to use the audit 
reports of the Internal Revenue Service, which federal law makes 
available to state tax administrators. Because of the many differ- 
ences between federal and New York State rules defining income, 
however, New York now has no simple way of comparing the figures 
in a taxpayer’s New York return against those which the Federal 
Government has checked. While the Department of Taxation and 
Finance presently makes extensive use of federal audit information 
in enforcing state tax laws, a broadly-based conformity program 
would permit greater and more economical use of the federal 
enforcement machinery. Under the present system, the expense of 
translating the federal figures into state figures may often cause the 
cost of collection to exceed the additional New York tax involved. 

Use of federal tax enforcement procedure would facilitate eco- 
nomical state tax administration by paving the way for more eff- 
cient use of personnel. 

Coupled with 1959 withholding legislation, conformity would 
make possible a valuable improvement in enforcement procedures, 
reduce evasion, and lead to increased state tax collections at lower 
cost. In short, it should promote both economy in government and 
respect for government. 

(c) Advantages to the Legislature. Adoption of the federal tax 
rules would free the Legislature from the burden of passing each 
year on dozens of technical bills to amend the state Tax Law in the 
never-ending task of keeping up with the flow of federal amend- 
ments. Experience has shown that piecemeal patching of the state 
Tax Law is not a satisfactory method of keeping abreast of federal 
changes because of their technical nature, volume, and frequency. 
Our proposal would eliminate the annual need for revisions of the 
State Tax Law, which now add unnecessarily to the huge volume of 
legislation. 

At most, the Legislature would at each session change a single 
reference to the federal Code to take in all amendments enacted by 
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Congress during the preceding year. Preferably, even this single 
annual amendment should be avoided by provision for the auto- 
matic adoption into the state Tax Law of future federal amend- 
ments, a procedure now expressly authorized by the 1959 amend- 
ment of Article III, Section 22 of the State Constitution. 


LecistativE Controt Over Rares, Exemprions, anpD Po.icy 
PRESERVED 


The Legislature would retain complete control over tax rates and 
personal exemptions and would be free to reject any federal provi- 
sion, old or new, which it finds objectionable. 

Since New York tax rates would remain completely independent 
of federal rates, the state would continue to determine the dollar 
amount of the personal exemptions allowable in the light of its own 
revenue needs, concepts of equity, and other policy considerations. 

In addition to retaining power over rates and exemptions, the 
state would undoubtedly wish to make a relatively small number of 
modifications to federally-reported income for constitutional or 
other reasons. For example, the state should eliminate from the tax- 
payer’s federal income any interest income from bonds issued by 
the Federal Government and its agencies. It would also require the 
addition to federal income of any interest income from bonds issued 
by sister states and their subdivisions. 

These and other limited modifications of the federal provisions 
would not defeat the purpose of the program, since they would 
merely require a few lines on the state’s simplified return to reflect 
the several additions to, or subtractions from, the income reported 
on the federal income tax return. They would not require a totally 
separate computation as is now required under existing state law. 
Moreover, most of such items would affect a very small percentage 
of all taxpayers. 

In some areas the state might decide to depart from federal law 
on policy grounds. Such departures would be possible without up- 
setting the principle of fundamental conformity with the vast bulk 
of all other federal tax provisions. They should be made, however, 
only under circumstances sufficient to overcome the strong policy in 
favor of conformity. 

Basing the state personal income tax upon federal income would 
merely extend to individuals the procedure successfully used by 
New York for corporate franchise tax purposes since 1917. In sub- 
stance, the corporation tax statute provides that for New York tax 
purposes a corporation’s income shall be the same as that report- 
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able for federal income tax purposes, subject to a small number of 
modifications. 


CoNSTITUTIONALITY 


Any possible ground for doubt as to the constitutionality of pro- 
spective adoption of federal tax changes was recently eliminated by 
the amendment of Article III, Section 22 of the State Constitution 
sponsored by State Senator Henry A. Wise and Assemblyman 
William S. Calli. After adoption by the Legislature at its 1958 and 
1959 sessions, this amendment was approved at the general election 
held on November 3, 1959. 

The amendment provides: 

Notwithstanding the foregoing or any other provision of this constitution, 
the legislature, in any law imposing a tax or taxes on, in respect to or meas- 
ured by income, may define the income on, in respect to or by which such tax 
or taxes are imposed or measured, by reference to any provision of the laws 
of the United States as the same may be or become effective at any time or 
from time to time and may prescribe exceptions or modifications to any such 
provision. 


It will be noted that the amendment specifically authorizes the 
Legislature to ‘‘prescribe exceptions or modifications’’ to any 
federal provision which may be adopted. This makes it clear that 
the Legislature would be free to depart from federal law at its 
discretion. 


ConcLusIoNn 


Our Study Group was augmented this year (in 1959) by Messrs. 
Langdon M. Day, Alvin D. Lurie and Allan J. Parker, for prepara- 
tion of the necessary legislation. We are now completing drafts of 
the statute to implement the Wise-Calli amendment and the pro- 
posals set forth herein. We hope to submit the draft statute to your 
honorable Committees very shortly, so that it may be considered at 
the 1960 session of the Legislature. If it meets with the approval of 
the Legislature and the Governor, the new proposal could take 
effect during the 1960 tax year, and the simplified returns could be 
used commencing January 1, 1961. 

The Srupy which follows has been prepared to provide a back- 
ground for the examination of our proposal and the statutory pro- 
visions embodying it. 

While responsibility for the views expressed here is our own, 
we acknowledge with appreciation the wholehearted cooperation of 
Commissioner Joseph H. Murphy, of the Department of Taxation 
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and Finance, and the support and leadership provided the project 
by Senate Majority Leader Walter J. Mahoney and Assembly 
Speaker Joseph F. Carlino, Senators Austin Erwin and Henry A. 
Wise, Assemblymen William H. MacKenzie and William S. Calli, 
and the members of the fiscal Committees. 

We also wish to express our thanks to Messrs. Harold Mason and 
Walter Shaw of the staffs of the Senate Finance Committee and 
Assembly Ways and Means Committee for their assistance in get- 
ting the project under way. 

Finally, we are deeply indebted to our colleagues, Messrs. Lang- 
don M. Day, Alvin D. Lurie, and Allan J. Parker, whose skill, ex- 
perience and untiring efforts made an invaluable contribution to 
the completion of the text of the proposed statute. 


Respectfully submitted, 
PAUL L. FRANKEN 
PETER MILLER 
ALBERT C. PETITE 


GEORGE M. SHAPIRO 
December 17, 1959 
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Srupy 
I. Ngep ror ApopTIon oF F'eprerau Tax Rues 


A. Nrep ror Improve ENFORCEMENT 


The New York personal income tax is presently imposed under 
Article 16 of the Tax Law, which became effective on May 14, 1919. 
The forty years since the inception of the tax have seen tremendous 
growth in its application. 

Approximately 745,000 personal income tax returns were filed for 
1919. By contrast, about 5,500,000 income tax returns were filed for 
1957. This growth has been particularly rapid since the close of 
World War II.’ An additional 400,000 returns are anticipated in 
1960 as a result of various amendments adopted at the 1959 session 
of the Legislature. 

Revenues from the personal income tax increased from some 
$34,000,000 for the fiscal year ended June 30, 1920, to more than 
$513,000,000 for the fiscal year ended March 31, 1958. Still further 
increases are expected to result from 1959 tax legislation. The per- 
sonal income tax is the state’s largest single source of revenue. 

The expansion of the tax since 1919 has not, however, been free 
of serious problems, particularly those occasioned by the growing 
task of enforcement. Too many individuals required to file New 
York tax returns fail to do so. Too many of those who do file either 
do not report all of their income or claim excessive deductions. 

1. Causes of widespread non-compliance. These compliance prob- 
lems are by no means unique to New York but are inherent in the 
economics of state income tax administration. A high degree of 
compliance requires a vigorous enforcement program. The expense 
of such a program is, however, large in relation to the revenue po- 
tentially collectible from the individual taxpayer, because state tax 
rates are low, at least in relation to federal rates.” 

Thus, even with the 1959 rate increases, New York personal in- 
come tax rates rise to only ten per cent in comparison with federal 
rates rising to 87 per cent. Even more important, New York rates 
start at two per cent, whereas federal rates start at 20 per cent. 
Because of this great difference in rates, the state cannot afford an 


1‘‘From 1945 to 1955 the number of taxable returns more than doubled, rising to over 
4 million. The number of nontaxable returns also rose somewhat, although not proportion- 
ately, to 860,000. It is perhaps difficult to envisage the administrative task that has been 
involved in meeting such a great and rapid increase in workload.’’ Starr REPORT ON STATE 
TAXATION 49 (July 1958), prepared for the Special Legislative Committee on Revision 
and Simplification of the Constitution. 

2 See Starr REport, op. cit. supra note 1, at 50-51. 
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enforcement program comparable to that of the United States In- 
ternal Revenue Service.* 

Introduction of New York tax withholding on salary payments to 
residents as well as non-residents is an important step toward im- 
proved enforcement. Withholding will not, however, prevent omis- 
sion of income from sources other than salary, nor will it prevent 
the claiming of excessive deductions. Withholding is therefore a 
solution to only part of the enforcement problem. 

2. Desirability of greater state use of federal audit information. 
Improved New York tax enforcement also requires the state to 
take greater advantage of the enforcement activities of the Federal 
Government. 

The United States Internal Revenue Service maintains a large 
and experienced staff of auditors who painstakingly examine rec- 
ords underlying returns selected for audit by a systematic screen- 
ing process. Such investigations often lead to additional assess- 
ments, supported by schedules, against taxpayers who have been 
found negligent or overly imaginative in their tax reporting. 

Under section 6103(b) of the Internal Revenue Code, the files of 
the Internal Revenue Service are open to state tax officials under 
certain circumstances.* This makes it possible for representatives 
of the New York Department of Taxation and Finance to share, 
efficiently and economically, in the fruits of the elaborate federal 
machinery for determining a taxpayer’s correct income tax liabil- 
ity. A brief description of this procedure by the then Bureau of 
Internal Revenue appears in Appendix A. 

The advantages of this procedure have been summarized as 
follows :° 

... The evidence indicates that some states have utilized this means of im- 
proving state administration quite extensively, and other states would be well 
advised to utilize this cooperative privilege on a wider scale. Particularly the 


‘‘automatic transcript service,’’ under which states can in effect get the re- 
sults of federal audit and delinquency action, has proved of high value at 


3 ‘Tt must be borne in mind that for persons with relatively small incomes, who are 
entitled to the optional deduction of 10 per cent, auditing of detailed deductions is not a 
fruitful source of revenue at the income tax rates in effect in New York State. A change 
of $500 in net taxable income may involve only $10 of revenue and the major part of this 
would be used up in the expense of processing the return.’’ Cleary, Report on Personal 
Income Tax in 2 State or NEw YorK TEMPORARY COMMISSION ON THE FISCAL AFFAIRS 
or STATE GOVERNMENT: A PROGRAM FOR CONTINUED PROGRESS IN FISCAL MANAGEMENT 
299, 308. (Feb. 1955). 

4I.R.C. § 6103(b) (1954), is interpreted in Reg. 118, See. 39.55-1. 

5 Groves, Intergovernmental Fiscal Relations in PROCEEDINGS OF THE 35TH ANNUAL Con- 
FERENCE OF THE NATIONAL TAX ASSOCIATION 109 (1942), based upon FEDERAL, STATE AND 
LocaL GOVERNMENT FIscAL RELATIONS, 8S. Doc. No. 69, 78th Cong., Ist Sess. (1943), 
especially 141-147. 
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nominal cost to those states now using it—more than three-quarters of the 
income-tax states. Kentucky, for instance, gets something like the equivalent 
of 20 auditors’ work at a cost representing the salary of one investigator for 
less than one month.... 


According to another source :* 

Several states during the 1950’s, including Alabama, California, Colorado, 
Georgia, Kentucky, Mississippi, and Wisconsin, have compared federal tax 
returns in a given year with all state returns received in the same year. Usu- 
ally photostating or microfilming has been employed, .... In the case of both 
California and Wisconsin, where detailed cost and revenue figures have been 
maintained, the federal check was found to be profitable. Wisconsin secured 
additional revenue of approximately $500,000 at an estimated cost of $80,- 
000.... 

Wisconsin reported that most of the additional revenue resulted from as- 
sessments on Wisconsin residents for income earned outside the State or from 
assessments on new Wisconsin residents who had earlier managed to overlook 
the State’s income tax law.... 


Since 1950 the Internal Revenue Service has been conducting a 
pilot program ‘‘to find an economical method for advising state tax 
departments in regard to the tax adjustments . . . made in the [fed- 
eral] auditing of returns.’’ To date, Colorado, Kentucky, Montana, 
Minnesota, North Carolina, and Wisconsin have participated in this 
program.” 

3. Conformity would enhance economical use of federal audit in- 
formation. Although New York presently makes extensive use of 
federal audit information, its employment of federal findings has 
been hampered by hundreds of differences between the definition of 
income in the New York Tax Law and that in the United States 
Internal Revenue Code. Many of these differences are technicali- 
ties affecting relatively few taxpayers. There are, however, some 
differences that affect nearly all New York taxpayers. Because of 
these numerous differences, the state cannot make a simple and eco- 
nomical comparison of a taxpayer’s New York return with the fed- 
eral audit report. 

The federal figures can, of course, be translated into state figures 
by an experienced tax specialist who has mastered both sets of tax 
rules. Except in unusual cases, however, the use of such personnel 
for this time-consuming operation is not justified by the amount of 
the tax which might be collected.* Certainly, this cumbersome pro- 


6 Penniman, Selected Problems in State Income Tax Administration in PROCEEDINGS OF 
48TH ANNUAL CONFERENCE OF NATIONAL TAX ASSOCIATION 488 (1956). 

7 Deputy Commissioner of Internal Revenue, O. Gordon Delk, Jr., Program of State-Fed- 
eral Exchange of Tax Data Now Beyond Experimental Stage, 9 J. TAXATION 304 (1958). 

8 ** New York also insists that taxpayers report all changes made by any Federal audit. 
It is able to follow up the reported changes and to look up the Federal audits and make 
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cedure does not lend itself to a large-scale comparison of state 
returns with federal audit data. And such large-scale comparison is 
necessary if non-compliance is to be curtailed.°® 

During the past few years, the introduction of electronic data 
processing equipment has opened a new vista of intergovernmental 
exchanges of information as to the audit and enforcement of income 
taxes. It is now possible to look ahead to a simple transfer of federal 
tapes which could be processed by the state with minimal use of 
manpower. 

In short, efficient and economical state tax administration re- 
quires use of federal tax determination procedures, which in turn 
requires conformity of the state’s definition of income to the federal 
definition of income. This key point has repeatedly been recognized 


by students of state income tax administration :'° 


From the viewpoint of the states, the chief advantage of a federally-based 
income tax would be an improvement in tax administration and the achieve- 
ment of economies made possible by use of the national machinery for collee- 
tion and enforcement of the federal income tax. How large the economies can 
be depends, of course, on the closeness with which the state tax law is made 
to conform with the federal tax law. 


Similar statements appear in the reports of several Federal Com- 
missions on Intergovernmental Relations." 


B. Neep ror Simpie Returns 

Existence of two sets of tax rules, federal and state, creates an 
unnecessary burden for taxpayers in the preparation of their re- 
turns. The vexations experienced by taxpayers have been well de- 
scribed by the late J. K. Lasser :” 


additional assessments on the taxpayers in only a small proportion of cases, namely, in only 
those in which the amount of deficiency is likely to be substantial.’’ Srarr Report, op. cit. 
supra note 1, at 50. 

9 ‘Yet any income tax to be reasonably successful, especially over the years, must pro- 
vide for audit of individual returns.’’ Starr Report, op. cit. supra note 1, at 49. 

10 Kamins, Federally-Based State Income Taxes, 9 Nav’, Tax J. 46, 51 (1956). See 
also Lasser, State Income Tax Simplification in Vermont, 1 Nav’L Tax J. 62, 66 (1948). 

11 ‘* Uniformity of tax bases and of methods of tax computation minimizes conflicts by 
simplifying the taxpayers’ work in preparing returns and by making possible intergovern- 
mental exchange of tax information which results in more efficient and less expensive ad- 
ministration at all levels. Administrative cooperation has been most notable in the income 
tax field, where it is facilitated by some degree of standardization of tax bases and meth- 
ods of tax computation. This kind of coordination should be expanded.’’ CoMMISSION ON 
INTERGOVERNMENTAL RELATIONS, A REPORT TO THE PRESIDENT FOR TRANSMITTAL TO THE 
ConeGREss 106 (June 1955). 

‘*Uniformity in law may well be viewed as a desirable end per se, promoting convenient 
compliance, cheaper administration, and smaller tax differentials.’’ Senate Comm. on 
Intergovernmental Fiscal Relations Report to Secretary of Treasury, Federal, State and 
Local Government Fiscal Relations, 8. Doc. No. 69, 78th Cong., Ist Sess. 453 (1943). 

12 Lasser, supra note 10, at 62. 
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The present unprecedented revenue needs of the Federal and state govern- 
ments have brought within the scope of the income tax many millions of new 
taxpayers. Many of them have little or no experience in the preparation of a 
tax return. At the same time the complexity of our economic society has re- 
sulted in an ever increasing number of rulings and interpretations concern- 
ing the elusive concept of taxable income. As a result, millions approach the 
problem of tax reporting with dread. It is detrimental to our national temper 
to require those who have weathered the difficulties of preparing the Federal 
tax form to prepare an entirely separate state return. This is especially true 
where the state law differs from the Federal. 


1. Present differences between federal and New York definitions 
of income 

Numerous differences are readily apparent from a comparison of 
the federal individual income tax return (Form 1040) with the New 
York resident return (Form IT-201). Yet the differences apparent 
from inspection of these forms represent only a few of the literally 
hundreds of differences between the respective statutes, court deci- 
sions, and administrative interpretations. 

These differences are particularly vexatious because, with few 
exceptions, they involve technical refinements rather than matters 
of substance. The basic conception of net income is the same under 
both laws. 

Because of the great number and complex nature of these differ- 
ences, their detailed analysis is not appropriate for this report. A 
brief description of some of the more common differences appears 
as Appendix B. 

For convenience, the differences between present federal and 
New York State tax rules may be arbitrarily divided into two main 
categories. The first category consists of those differences which, 
at one time or another, affect the majority of taxpayers, including 
those with modest income derived largely, but not necessarily exclu- 
sively, from wages and salaries. The second category consists of 
differences which affect a taxpayer who receives income by reason 
of being a proprietor or partner in a business, a professional man, 
an investor in corporate stock or real estate, a beneficiary of an 
estate or trust, etc. These categories overlap to a considerable 
degree. 

Most of the differences affect only residents, but some affect non- 
residents as well. 


‘¢Tneome taxes would be much simpler for the average taxpayer if he did not have to 
familiarize himself with numerous complicated, and often relatively unimportant, differ- 
ences between the Federal and New York State provisions as to income and deductions. 
His preparation of his returns would be greatly simplified if he could, to the greatest pos- 
sible extent, use his Federal computations as the basis for his New York return.’’ Cleary, 
note 3 supra, at 308. 
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a. Differences affecting majority of taxpayers. Taxpayers in the 
first category are affected primarily by differences involving deduc- 
tions, particularly the computation of the ten per cent ‘‘standard’’ 
or ‘‘optional’’ deduction, the deduction for medical expenses, the 
deduction for taxes paid, and the deduction for life insurance 
premiums. (The amount of unnecessary arithmetic in computing 
two medical deductions is particularly irksome, as noted in Appen- 
dix B.) Frequently, such taxpayers are also affected by differing 
rules as to items of gross income, e.g., United States Government 
bond interest, the first $50 of dividends received, and pensions and 
life insurance proceeds received in installments. 

Few, if any, of the foregoing differences are likely to have any 
significant effect on the amount of New York tax liability,’* partic- 
ularly because of the relatively low New York rates on the first few 
thousand dollars of net income. About half of New York’s taxpay- 
ers paid an average tax of less than $35 on state returns for 1956. 
Approximately 68 per cent of the taxpayers contributed only 20 
per cent of personal income tax revenues for that year." 

b. Additional differences affecting taxpayers with business and 
investment income. In addition to differences complicating the prep- 
aration of returns for most taxpayers, many other differences af- 
fect the remaining 32 per cent of the taxpayers paying 80 per cent 
of personal income tax revenues. 

The latter taxpayers may be affected, for example, by differences 
in rules as to income and expenses involving bonds of other states, 
capital gains and losses, fast depreciation, losses of small business 
corporations, operating loss deductions, and computations involv- 
ing estates, trusts, partnerships, and corporate distributions.” 


2. Evaluation of differences 


Study of the differences between federal and state tax rules fails 
to disclose any particular pattern or policy on the part of the state 
to be either more lenient or more strict with taxpayers. 

In many cases taxpayers in the higher federal tax brackets are 


13 ‘* For a small segment of our population, it makes an important difference whether 
the taxing State adopts the arbitrary rules of the Federal government—establishing the 
maximum of deductible contributions, medical expenses, baby-sitting costs, and so forth— 
or adopts arbitrary rules of its own. For most form-fillers, however, the differences between 
the two sets of rules are obscure, haphazard, and unimportant.’’ Kamins, note 10 supra, 
at 52. 

14 DEPARTMENT OF TAXATION AND FINANCE, ANALYSIS OF PERSONAL INCOME TAX RE- 
TURNS, 1956, Table I (1958). 

15 ** Undoubtedly thousands of New York income taxpayers, in good faith, now use the 
Federal figures for income and deductions anyhow, and ignore the differences between the 
two statutes.’’ Cleary, note 3 supra, at 308. 
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indifferent to the New York income tax because of its deductibility 
in computing their federal tax.'® 

Although few of the individual differences between federal and 
New York tax rules appear of importance when viewed separately, 
their combined effect may nevertheless be detrimental because of 
the waste of time and energy occasioned by a second set of tax 
rules. Such unnecessary complexities are inconsistent with a policy 
of attracting both residents and business to this state. Streamlining 
of state income tax returns would be an appropriate advertisement 
of the intention to make New York a better place in which to live, 
to work, and to invest.”" 

Only a very few of the differences between federal and New York 
rules can be rationalized in terms of constitutional, revenue, or 
other policy considerations. Although such considerations are obvi- 
ously present in a few areas, such as New York’s exemption of 
federal bond interest, they do not explain the great majority of 
such differences. Moreover, even if such differences did reflect state 
policies, it would still be debatable whether such policies can be 
served effectively by variations in the base of a low-rate state tax."® 

The best explanation for most of the differences between fed- 
eral and New York definitions of income is to be found in the 
development of the federal income tax law. As originally enacted 
in 1919, Article 16 bore close resemblance to the contemporary 
federal statute.’® This resemblance has been disappearing rapidly 
during recent years, however, with the increasing volume of 
changes in the federal law. Particularly during the past decade, 
many hundreds of federal amendments have been introduced by 
omnibus legislation such as the Revenue Act of 1950, the Revenue 


16 Thus, to a taxpayer in a federal bracket of 80 per cent an increase in income subject 
to a New York tax of ten per cent involves an increase in his total tax burden equal to only 
two per cent of the increase in income. The impact of the New York tax is heaviest on tax- 
payers in the middle of the income seale, i.e., individuals with a part of their incomes over 
the $15,000 level, at which the top ten per cent rate comes into play, but not to such an 
extent as to be subject to the highest federal rates. Taxpayers in the middle of the income 
seale are not likely, however, to be involved in transactions involving very large amounts 
of New York tax. See Miller, A Proposal for a Federally-Based New York Personal In- 
come Tax, 28 N.Y. CERTIFIED PUBLIC ACCOUNTANT 204, 208 (1958). 

17 A similar policy underlies the Vermont statute. ‘‘It is hereby declared that the pur- 
pose of this act, in addition to the essential purpose of raising revenue, is to conform as 
closely as may be with the Internal Revenue Code, in order that the filing of returns may 
be simplified and the taxpayers’ accounting burdens may be reduced.’’ Lasser, note 10 
supra, at 66. 

18 Miller, note 16 supra, at 208-209. 

19 This similarity is apparent from a comparison of Article 16 as originally enacted by 
N.Y. Sess. L. 1919, ch. 627, § 1, with the corresponding federal ineome tax provisions found 
in the Revenue Act of 1919, 40 Sra. 1057. 
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Act of 1951, the Internal Revenue Code of 1954, the Technical 
Amendments Act of 1958, and the Small Business Tax Revision Act 
of 1958. Additional amendments have been recommended for enact- 
ment by Congress during 1960. Because of the volume and com- 
plexity of these federal changes, many of them have yet to be in- 
corporated in the New York Tax Law. 

The resulting differences between the two statutes accordingly do 
not, with few exceptions, represent deliberate decisions by the state 
to depart from federal standards but rather reflect the understand- 
able difficulty of keeping the Tax Law abreast of the changes in the 
federal Code. 

In the light of this analysis, there is no justification for the con- 
tinued existence of most of the divergencies between the federal 
and New York definitions of income, especially when weighed 
against their substantial disadvantages both for the state in enfore- 
ing the tax and for taxpayers in preparing returns. As stated in 
the 1943 Report of the Committee on Intergovernmental Fiscal 
Relations :*° 

Since the basic conception of income is the same all over this country, it is 
perhaps not too great an abridgement of the freedom of the States to expect 
uniform constructions of this basic conception. In a sense, diverse interpreta- 
tions of a basic idea constitute technical diversities, which should always 
yield to considerations of substance. 


C. Present State Law Ortren OsscurE AND UNPREDICTABLE 


Besides facilitating enforcement of the tax and simplification of 
returns, adoption of federal income as the state tax base would also 
cure several other defects in the existing New York personal in- 
come tax statute. 

At present, it is often difficult to ascertain the New York rule on 
a given point. This difficulty is frequently attributable to the form 
and sequence of Article 16 of the Tax Law. Since the original enact- 
ment of the statute in 1919, numerous amendments have been added 
without recodification. 

In many instances the phraseology of Article 16 varies from that 
of the Internal Revenue Code, raising abstruse questions whether 

20 ‘¢ There is considerable merit in the proposal that, except for rates, exemptions, and 
income splitting, New York make its income tax as nearly like the Federal as possible. 
The major possibility lies in the definition of taxable income. .. .’’ Senate Comm. Report, 
note 11 supra, at 453. 

‘*More or less detailed provisions of Federal law can have significance to a state. Thus, 
to ease compliance and administration, a state may duplicate specific provisions of Federal 
law as nearly as possible, even at the sacrifice of features it would otherwise prefer. ...’’ 
Starr Report, op. cit. supra, note 1, at 22, 69. 

‘*Presumably it was the purpose of both [federal and state] to arrive at a fair measure 
of a tax imposed at progressive rates on net income.’’ Cleary, note 3 supra, at 308. 
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differences in substance were intended. These variations in phrase- 
ology have increased considerably since 1954, when the federal Code 
underwent a comprehensive rearrangement and rephrasing. 

Article 16 is particularly troublesome for taxpayers who join 
partnerships or invest in corporations if their partnership or cor- 
poration makes a distribution or is liquidated or reorganized. In 
such cases, the federal tax consequences of the transaction are 
governed by very detailed provisions of the Internal Revenue Code, 
often supplemented by special advance rulings from the Internal 
Revenue Service. Because the New York tax statute contains only 
a few of these federal rules, however, it is often difficult for the 
taxpayers, and also for the Department of Taxation and Finance, 
to ascertain their New York tax liability. 

Moreover, there are few decisions of the New York courts inter- 
preting Article 16. This dearth of judicial interpretation seems 
attributable primarily to the fact that the amount of the New York 
tax in dispute rarely warrants the expense of litigation, particu- 
larly since state income taxes are deductible in arriving at taxable 
income for federal income tax purposes. 

In the absence of New York court decisions in point, the decisions 
of the federal courts should furnish sources of authority. However, 
because of the discrepancies between the federal Code and the State 
Tax Law, it is often unclear whether judicial interpretations of 
the former can properly be applied to the latter. Thus, a taxpayer 
who wins his case in the United States Tax Court now has no sub- 
stantial practical assurance that the State Department of Taxation 
and Finance will follow the federal determination. If the Depart- 
ment rejects a federal precedent in the taxpayer’s favor for lack 
of support in Article 16, the taxpayer may capitulate to the addi- 
tional New York tax assessment because of the disproportionate 
expense of a refund suit. 

Viewed in the light of its actual operation, as distinguished from 
the number of words in the statute, the present state law is thus 
seen to be less simple, clear, and certain than the federal law in 
many cases. If the state statute were based on the federal definition 
of income, the huge and ever-growing literature interpreting the 
federal law—Federal court decisions, administrative regulations 
and rulings, and law review articles—would immediately become 
available for state tax purposes. Conformity should afford the tax- 
payer practical assurance that the Department of Taxation and 
Finance would follow the federal determination 4 in his ease, whether 
favorable or unfavorable to him. 

It cannot, of course, be denied that the federal income tax law is 
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highly complicated and is growing increasingly so from year to 
year. But New Yorkers, as citizens or residents of the United States, 
must in any event wrestle with the complexities of the federal law 
to determine their federal income tax liabilities. Even if present 
New York rules were simpler than the federal rules, the fact re- 
mains that the combination of two sets of rules—one simple and 
one complicated—is necessarily more complicated than only one set 
of complicated rules. 

In short, adoption of the federal rules is desirable, not so much 
because they are better than present New York rules, but primarily 
because it is desirable to have only one set of rules. The state will, 
of course, always be able to counteract the effect of any new federal 
provision which it finds particularly objectionable; this would 
merely require one or more modifications of the federal figures. 


II. Posstste Metruops or Apoptine Freperat Tax Rures 
A. Present Mernop or PrecemMEAL ADOPTION 


As already indicated, most of the differences between present 
federal and state definitions of income are attributable to the 
enormous volume, frequency, and complexity of changes in the fed- 
eral law during recent years. Although most of these changes are 
the work of Congress, a number also reflect new rulings by the 
federal courts and the Internal Revenue Service. 

Each year the Legislature has devoted substantial time and atten- 
tion to the huge task of bringing the state personal income tax into 
line with the protean federal law. As a result, many conforming 
amendments have been made to the Tax Law, e.g., providing for 
non-recognition of gain upon sale of a personal residence where the 
proceeds are reinvested in a new residence.”* At its 1959 session 
alone, the Legislature considered no less than 61 bills to amend the 
personal income tax, of which six were passed.” 

Notwithstanding these continued steps toward conformity, how- 
ever, the acceleration of changes in the federal law during recent 
years has caused an ever-widening gap between federal and New 
York tax rules. 

The difficulty of closing this gap is exemplified by the many revi- 
sions effected by the Internal Revenue Code of 1954 in the technical 
tax rules applicable to corporate readjustments, estates and trusts, 


21 N.Y. Tax Law § 354-a, as amended. 

22 For useful summaries of New York income tax legislation during recent years, see 
Tobin, 1957 Tax Legislation, 29 N.Y. State Bar BuLL, 239 (1957); Murphy, 1958 Tax 
Law Changes, 30 N.Y. STATE BAR Buu. 203 (1958); Petite, 1959 Tax Legislation, 31 
N.Y. STatTe Bar Butt. 182 (1959). 
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and partnerships. To date, only a few of these federal revisions 
have been incorporated in the Tax Law. However, even if the state 
were to adopt all of these federal rules for the taxable year 1960 at 
the 1960 Session of the Legislature, this would not necessarily 
achieve lasting conformity. Congress is now actively at work on 
proposed legislation to modify the federal tax rules in these areas, 
possibly for the taxable year 1960.7* Thus, the New York amend- 
ments might well be obsolete even for the year 1960. 

In short, the attempt to conform the state Tax Law to the federal 
Code by means of annual, piecemeal patching seems as futile as 
the labors of Sisyphus, condemned forever to pushing a stone up a 
mountain only to have it roll down again and again.”* 

Study has therefore been given to other possible methods of 
conforming New York personal income tax rules to those of the 
federal income tax. The three principal methods which have been 
considered are: 

(1) making the state tax a percentage of the federal tax; 

(2) copying into the state Tax Law all of the sections of the 
Internal Revenue Code affecting the definition of income; and 

(3) providing in the state Tax Law that the taxpayer’s income, 
with limited modifications, shall be the same as his income report- 
able under the Code. 


B. Strats Tax as Percentace or Freprerau Tax 

Undoubtedly the simplest way of attaining complete conformity 
would be for the state to measure its tax by a percentage of the tax- 
payer’s federal income tax. Under this method, a taxpayer might 
pay the state a flat percentage, such as ten per cent, of his federal 
tax. Assuming an effective federal tax rate of 20 per cent,” a state 


23 Congressman Wilbur D. Mills, as Chairman of the Subcommittee on Internal Revenue 
Taxation of the Committee on Ways and Means, introduced bills to amend the income tax 
provisions of the Internal Revenue Code with respect to estates, trusts, beneficiaries, and 
decedents, H.R. 3041, 86th Cong., Ist Sess. (Jan. 21, 1959) ; with respect to corporate dis- 
tributions and adjustments, H.R. 4459, 86th Cong., Ist Sess. (Feb. 12, 1959); and with 
respect to partners and partnerships, H.R. 4460, 86th Cong., Ist Sess. (Feb. 12, 1959). 

24¢¢. |. Every few years, legislative bodies in those states imposing income taxes are 
required to review and amend these increasingly complicated statutes; the revision is usu- 
ally controverted and must be accomplished within the short term of a biennial session. 
Perhaps legislative process in the area of taxation might be better executed at the state 
level by delegating to Congress the power to set depreciation formulas, accounting meth- 
ods, and rules on wash sales, the state bodies concentrating on policy fundamentals which 
most forcefully determine the total income tax burden and its distribution—exemptions, 
deductibility of federal income taxes, income splitting, and rates.’’ Kamins, note 10 supra, 
at 54, 

25 The term ‘‘ effective federal tax rate’’ refers to the taxpayer’s total federal tax for 
a given year expressed as a percentage of his federal taxable income. It should not be con- 
fused with his top federal bracket rate which will always be substantially higher than the 
‘effective rate’’ because of exemptions, credits, and lower bracket rates. 
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tax of ten per cent of the federal tax would be equivalent to a state 
tax of two per cent of the taxpayer’s income. This method was 
adopted by Alaska more than a decade ago and has been held con- 
stitutional.”* It is not reeommended for adoption by New York, since 
it would unduly invade state independence in its fiscal affairs.” 
There appears to be little reason why the amount of the state tax 
should be influenced either by federal rates or by the shape of the 
federal rate scale as it increases from bracket to bracket. Federal 
rates reflect budgetary and other problems and policies of the Fed- 
eral Government, particularly with respect to national defense, 
which are completely different from those of a state. Federal tax 
policies may also tend to reflect attempts to counteract general eco- 
nomic conditions, such as inflation and depression. These federal 
policies have little relation to state budgetary problems and there- 
fore should not be permitted to influence state tax revenues. 
Theoretically, perhaps, the state could multiply the federal tax, 
not by a single percentage, but by a series of percentages intended 
to offset the shape of the federal rate scale and to compensate 
for changes in federal rates. Any such arrangement would, how- 
ever, involve a host of practical difficulties, including that of pre- 
dicting the effect on state revenues with sufficient accuracy. 
Another major objection to basing the state tax on the federal 
tax is that this would produce too much conformity. Certain con- 
stitutional, revenue, and other policy considerations make it neces- 
sary or appropriate to have a few differences between the federal 
tax base and the state tax base. Any attempt to take these consid- 
erations into account by adjusting the federal tax figure would de- 
stroy the simplicity of basing the state tax on the federal tax. 
That method would also be hard to adapt to non-residents who are 
subject to taxation by New York only on that part of their income 
which is deemed to have its source within the state. 


D. Bastnea State Tax on FepERAL INCOME 


A second method of attaining greater conformity would be for 
New York to write into its Tax Law all of the sections of the In- 
ternal Revenue Code which affect the determination of a taxpayer’s 
income for federal income tax purposes. 

The latter procedure would be similar to, though not identical 
with, the section-by-section paraphrase of the federal estate tax 

26 Alaska Steamship Company v. Mullaney, 180 F.2d 805 (9th Cir. 1950). 

27 ‘Tn order to obtain great benefit from conformity, it is not necessary to provide that 


the State income tax be a percentage of the Federal income tax.’’ Cleary, note 3 supra, 
at 308. 
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provisions now found in Article 10-C of the Tax Law which im- 
poses the New York estate tax. 

It does not appear well suited to the State income tax, however, 
because of the greater number and complexity of the federal income 
tax provisions. Section-by-section reproduction of these provisions 
would enlarge the New York statute to no useful purpose, since it 
would merely duplicate the Internal Revenue Code, which is readily 
available. 

Moreover, the resulting conformity would be short-lived unless 
the New York statute were kept up-to-date by prompt adoption of 
the details of every subsequent federal change. As experience has 
shown, piecemeal amendment is not a feasible means of keeping up 
with the never-ending stream of federal amendments. 


D. Basine State Tax on FepERAL INCOME 


It is believed that the only feasible way to conform the state Tax 
Law to the federal law is to base the state tax on the taxpayer’s 
income reportable to the Federal Government. 

This proposal would extend to individuals the procedure that 
New York has been using successfully for corporations since 1917, 
i.e., for more than 40 years. The present corporation franchise tax 
under Article 9-A imposes a tax on ‘‘entire net income,’’ which is 
defined in section 208(9) of the Tax Law as follows: 

The term ‘‘entire net income’’ means total net income from all sources, 
which shall be presumably the same as the entire net income which the tax- 
payer is required to report to the United States treasury department, except 
as hereinafter provided. 


This definition is reflected in Schedule A of the Corporation Fran- 
chise Tax Report on Form 3-CT. This Report requires the corpora- 
tion to ‘‘copy items 1 to 32’’ from its federal return. The resulting 
net income figure is then adjusted and allocated to arrive at the New 
York tax base. 

Precedents for adoption of federal Code provisions are also 
found in present Article 16 of the Tax Law imposing the state per- 
sonal income tax. Thus, section 358-b provides with respect to ‘‘war 
losses”’ 


War losses.—In determining net income, war losses, taxation of property 
recovered, and basis of property shall be treated in substantially the same 
manner as such losses, recoveries and basis are treated under the applicable 
provisions of the United States Internal Revenue Code. i 


Similarly, in defining the $5,000 exclusion for employee deat! bene- 
fits, section 359(2) (a) refers to i 


. a stock bonus, pension or profit sharing trust or annuity which meets 
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the requirements for exemption under the United States Internal Revenue 
Code. ... 


For New York estate tax purposes, section 249-n of the Tax Law 
provides in part: 

Notwithstanding any of the foregoing provisions of this section or any 
other provision of this article, there shall be imposed upon the transfer of the 
net estate of every person who at the time of death was a resident of this 
state, a tax equal to the maximum credit allowable to the estate of such dece- 
dent against the United States estate tax imposed with respect thereto, .... 


Similarly, section 249-r(9) of the Tax Law provides that the value 
of the gross estate shall include life insurance: 

To the extent of the amount receivable by all other beneficiaries as insur- 
ance under policies upon the life of the decedent to the extent that such 
amount is required to be included in the gross estate under the provisions for 
the taxing of estates contained in any revenue act of the United States ap- 
plicable to the estate of the decedent. 


Seven states out of thirty-two imposing personal income taxes 
have already adopted the definition of income in the Internal Reve- 
nue Code. These seven states are Alaska,** Kentucky,?® Idaho,* 
Iowa,** Montana,” North Dakota,** and Vermont.* 


III. Marin Features or Proposep LEGISLATION 


A. Usr or F'eperat RETURN AS STARTING Point 


The fundamental principle of the proposed legislation is that the 
income reportable for federal tax purposes, with limited modifica- 
tions, would be the income to which the state would apply its own 
tax rates and exemptions. 

The proposed statute would contain no provisions describing 
gross income, deductions, tax-free exchanges, basis of property, 
accounting methods, and similar subjects now found in Article 16. 
In lieu thereof, it would provide that the taxpayer’s income for 
state income tax purposes shall, with a small number of modifica- 
tions, be the same as that which he is required to report for federal 


28 ALASKA Comp. Laws ANN. § 48-10-5 (1949). 

29 Ky. Rev. Stat. ch. 141 (1955). 

30 IDAHO CopE §§ 63-3001 et seg. (1947). 

31 Iowa CoDE ANN, ch. 422, Div. II (1946). See also Miller, The New Iowa Income Tax 
Law, 41 Iowa L. Rev. 85 (1955) ; Hayes, The New Iowa Income Tax Regulations, 5 DRAKE 
L. Rev. 15 (1955) ; Miller, Iowa Finds Many Benefits in Year’s Use of Income Tax Law 
Based on Federal 1954 Code, 6 J. TAXATION 246 (1957). 

32 84 Rev. CopEs Mont. ch. 49 (1947). 

83 N.D. Rev. Cove § 57-3821 (1943). 

34 32 V.S.A. §§ 5601 et seg. (1959). See also Lasser, State Income Tax Simplification in 
Vermont, 1 Nat’L Tax J. 62 (1948). 
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income tax purposes. The calculation of the New York tax would 
thereby take advantage of most of the figures prepared by the 
taxpayer to arrive at the amount of his income for federal tax 
purposes. 

It is proposed that individual taxpayers utilize federal ‘‘adjusted 
gross income”’ rather than federal ‘‘taxable income’’ (net income) 
as the starting point for determining New York State taxable in- 
come. The advantage of starting with ‘‘adjusted gross income’’ is 
that this figure will appear upon the federal returns of all New York 
State taxpayers, irrespective of whether they itemize their deduc- 
tions, claim the federal ten per cent ‘‘standard deduction,’’ or use 
the optional federal tax table. Taxpayers claiming the ‘‘standard 
deduction’’ on their federal returns or using the optional federal 
tax table would then subtract a somewhat similar ten per cent de- 
duction on their New York returns. Taxpayers itemizing their de- 
ductions on their federal returns could subtract the total amount of 
their federal deductions, subject to a few modifications. 


B. INDEPENDENCE oF State Ruwzs as To Rates, Exemptions, aND 
PROCEDURE 


Basing the New York tax on federal income figures does not 
require the state to adopt federal tax rates or other federal provi- 
sions not related to the definition of income. For example, the pro- 
posed statute would not automatically adopt any of the following: 

1. Federal scale of personal exemptions ; 

2. Federal credits against the federal tax, e.g., for dividends re- 
ceived, retirement income, foreign taxes, ete. ; 

3. Federal ‘‘spread-back’’ provisions limiting the federal tax, 
€.g., on income from an employment covering 36 months or more, 
ete. ; 

4, Federal ‘‘alternative tax’’ of 25 per cent on capital gains; 

5. Federal tax on ‘‘unrelated business taxable income’’ of other- 
wise exempt charitable trusts ; 

6. Federal procedural provisions, e.g., 90-day notice of right of 
appeal to a tax court before assessment of a deficiency ; 

7. Federal civil or criminal statutes of limitation ; and 

8. Federal civil or criminal penalties. 

Although the Legislature may wish to consider legislation mod- 
eled after one or more of the foregoing federal provisions, such 
legislation would involve issues beyond the scope of this study. For 
example, to increase revenues and to facilitate tax withholding pro- 
cedures, the Legislature in 1959 adopted the federal scale of per- 
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sonal exemptions. For present purposes, it is sufficient to note that 
the New York tax can be based on federal income irrespective of 
whether other features of the federal tax system are also adopted 
by the state. 

Use of the federal base would not prevent the continuation of the 
present credits against the New York State tax for income taxes 
paid to other states under the existing section 363 of the Tax Law, 
as well as any other credits which New York may see fit to allow. 

As already indicated, the conformity proposal would not, in itself, 
require New York to follow the federal Code as to the amount of 
personal exemptions, including those for dependents, old age, and 
blindness. It is believed that personal exemptions are realistically 
viewed as adjustments of the tax rate scale rather than as elements 
entering into the computation of the taxpayer’s income. New York 
tax rates would, of course, remain independent of the federal rate 
scale and would reflect state revenue needs, concepts of fairness, and 
other policy considerations. 


C. Reasons ror Some Mopirications oF FEDERAL FiGURES 


In addition to the substitution of New York exemptions for fed- 
eral exemptions, the proposed statute would provide for a relatively 
small number of other modifications of the taxpayer’s federal in- 
come figure and of his federal deductions, if itemized. These modifi- 
cations would be necessary or appropriate to reflect considerations 
of constitutionality, revenue, equity, simplicity, and possibly other 
policies, as indicated by the following examples. 

1. Constitutionality. Under the federal Code,* interest income on 
most obligations of the Federal Government is included in gross in- 
come. Under the New York Tax Law, interest income from federal 
obligations is excluded from gross income.*® Continuation of the 
present New York exclusion would therefore require the subtraction 
from the taxpayer’s federal income of any federal bond interest re- 
ceived by him. Similar adjustments are made by Idaho,** Iowa,** 
Kentucky,*® Montana,*® North Dakota,*! and Vermont.*” 


35 T.R.C. § 103(b) (1954). 

386 N.Y. Tax Law § 359(2)(d). Even in the absence of this statutory exclusion, it is 
doubtful whether New York State could constitutionally tax interest income from federal 
obligations. 

87 IDAHO CoDE § 63-3022(i) (1947). 

38 Iowa CopE ANN. ch. 422, § 422.7(1) (1946). 

39 Ky. Rev. Star. ch. 141, § 141.010(9) (a) (1955). 

40 84 Rev. CopEs Mont. ch. 49, § 84-4905 (a) (1947). 

41 N.D. CopE § 57—3821(1) (1943). 

42 32 V.S.A. § 5603(7) (1959). 
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Conversely, under the federal Code ** interest income from obli- 
gations of the several states and their subdivisions is excluded from 
gross income. The Tax Law,** however, requires the inclusion in 
gross income of interest income from obligations of states other 
than New York and of their subdivisions. Continuation of the exist- 
ing New York rule would therefore require the addition of such 
interest income to the taxpayer’s income reportable for federal 
income tax purposes. An adjustment of this type is required by Ken- 
tucky *° and Iowa.*® 

Comparable modifications would also be required where the tax- 
payer is a member of a partnership or the beneficiary of an estate 
or trust holding bonds of other states or of the Federal Government. 

The federal Code ** requires the taxation of pensions, including 
those payable to former employees of New York State.** Section 5 
of Article XVI of the State Constitution provides, however, that 
‘* All salaries, wages and other compensation, except pensions, paid 
to officers and employees of the state and its subdivisions and agen- 
cies shall be subject to taxation.’’ To give effect to the Constitution, 
the proposed statute would subtract from federal income any pen- 
sions paid to state employees. 

2. Revenue. Protection of state revenues may make appropriate 
some modifications of the federal figures. For example, the federal 
Code * allows deductions for foreign and state income taxes. (For- 
eign income taxes are deductible only if not taken as a credit against 
the federal tax itself.°°) One common effect of this provision is to 
allow a federal deduction for New York State personal income tax 
paid during the current year by a cash-basis taxpayer. 

The Tax Law" presently denies deductions for all types of in- 
come taxes.” Since allowance of such deductions would result in 


43 T.R.C. § 103(a) (1954). 

44 N.Y. Tax Law § 359(1). 

45 Ky. Rev. Svar. ch. 141, § 141.010(9) (e) (1955). 

46 Towa CopE ANN. ch. 422, § 422.7(2) (1946). 

47 I.R.C. §§ 72 and 402(a) (1954). 

48 Such pensions are exempt under the Code only to the extent attributable to contribu- 
tions made to the pension trust fund (a) by the employee or (b) by the state prior to Jan. 
1, 1939, the effective date of the Publie Salary Tax Act of 1939. Reg. See. 1.72-8(a) (1). 

49 T.R.C. § 164 (1954). 

50 T.R.C. § 164(b) (6) (1954). 

51 N.Y. Tax Law § 360(3). 

52 For purposes of the corporate franchise tax imposed by Articie 9-A of the Tax Law, 
however, N.Y. Reg. Art. 311 (B) (11) allows the deduction of state income taxes, inelud- 
ing the New York tax for the preceding year. Foreign income taxes are also deductible by 
corporations, even if claimed as credits for federal income tax purposes, as provided in 
N.Y. Reg. Art. 311(B) (13). 
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some loss of state revenue, the proposed statute continues the pres- 
ent state policy of allowing no deductions for income taxes paid. 
This is accomplished by increasing federal income by the amount of 
such taxes.”* 

3. Equity. Considerations of equity may make appropriate limited 
modifications of the federal figures, particularly where the potential 
injustice might raise possible constitutional questions. For exam- 
ple, a taxpayer’s federal income for the current year may include 
an item of income taxed by New York in a prior year because of dif- 
ferences between federal tax rules and New York tax rules under 
Article 16. In such a case, a limited exception to the principle of con- 
formity seems appropriate to prevent the state from taxing such 
income a second time. This is readily accomplished by allowing the 
taxpayer to reduce his federal income by the amount of the income 
shown to have been reported on his New York return for the prior 
year. 

Another inequity bordering on unconstitutionality may arise 
where the taxpayer owns business property for which he has 
claimed rapid depreciation for federal income tax purposes.* Since 
only straight-line depreciation has been allowable for New York in- 
come tax purposes under Article 16, the taxpayer will have recov- 
ered a smaller portion of his cost for New York tax purposes than 
for federal tax purposes when the new state tax statute becomes 
effective. To require this taxpayer to base his subsequent New York 
taxes on his federal taxable income might be said to deny him the 
right to recover his full cost tax-free over the life of the property 
and therefore to subject him to tax on his capital rather than his in- 
come. Accordingly, it seems appropriate for the new state statute 
to permit a limited adjustment to give some effect to the prior dif- 
ferences between federal and New York depreciation rules. 

4. Simplicity. Simplicity should also be considered in determining 
any modifications of the federal rules. However, simplicity must be 
weighed against considerations of revenue and of equity. The prob- 
lem of balancing these competing criteria can be illustrated by the 
treatment of taxpayers owning business property who, prior to the 
effective date of the proposed New York statute, deducted rapid 
depreciation for federal tax purposes and straight-line depreciation 
for New York tax purposes. 


53 No adjustments would be required for foreign income taxes treated as credits under 


the Code. 
54 I.R.C. §§ 168 and 179 (1954). 
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One possible method of preventing injustice to such a taxpayer 
would be to permit him to continue to use the straight-line method 
for New York tax purposes. This would require the continued main- 
tenance of two sets of depreciation records. Moreover, in filling out 
his New York return each year, the taxpayer would have to add 
back to his federal adjusted gross income the amount of his federal 
depreciation deduction for that year and then subtract the amount 
of his New York depreciation deduction. This would involve the 
very type of double computation which the proposed statute is in- 
tended to eliminate. 

It therefore seems appropriate to make some compromise with 
equity to achieve simplicity. This can be done by making no adjust- 
ment in the federal figures until the year in which the taxpayer sells 
the property and then permitting him to reduce any gain from the 
sale by the amount of the difference between his federal and New 
York depreciation accounts on the effective date of the proposed 
New York statute. Besides requiring only one non-recurring adjust- 
ment, this solution would ease the annual impact on subsequent 
state revenues of recognition of the differences in depreciation ac- 
counts which have gradually built up over the years since 1954, 
when the federal Code first introduced rapid depreciation methods 
on a large scale. The effect on state revenues could also be mitigated 
by allowing no adjustment where the sale of the property results in 
a loss, and by allowing only a 50 per cent adjustment where the sale 
results in long-term capital gain. 

The problem of balancing simplicity against equity is also encoun- 
tered with respect to deductions. For example, a taxpayer may incur 
expenses in protecting and managing his investments. These ex- 
penses are ordinarily deductible for both federal and New York in- 
come tax purposes.” However, if the income from some of the in- 
vestments is not subject to tax, the taxpayer may deduct only a 
portion of his investment expenses, usually in the ratio which his 
taxable income from his investments bears to his total (taxable and 
exempt) income therefrom.” 

As already noted, the proposed statute will preserve two of the 
existing differences between present federal and New York tax rules 
with respect to interest income from governmental bunds, #.e., it will 
continue to exempt interest on federal bonds (taxable for federal 


55 LLR.C. § 212 (1954) ; N.Y. Tax Law § 360(1). 
86 LR.C. § 265(1) (1954), Reg. Sec. 1.265-1 (1958); N.Y. Tax Law § 361(5), N.Y. 
Reg. Art. 125-f. 
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tax purposes), and it will tax bonds of states other than New York 
and of their municipalities (exempt for federal tax purposes). 

To achieve perfect fairness both to the taxpayer and to the state, 
the New York statute might, therefore, call for a recalculation of 
deductions for investment expenses to reflect the continuing diver- 
gencies between federal and state rules as to the taxability of inter- 
est income from governmental bonds. In view of the fact that the 
amounts involved are rarely substantial, however, it seems wiser to 
ignore this adjustment in the interest of simplicity, thus eliminating 
a major nuisance both for taxpayers in the preparation of their re- 
turns and for the state in auditing those returns. This policy would 
have no substantial effect upon the revenues, since the slight in- 
crease in the taxes of some taxpayers would tend to be offset by the 
slight decrease in the taxes of other taxpayers. 

Similarly, the new statute would leave unchanged most of the tax- 
payer’s itemized federal deductions, including medical and char- 
itable deductions, even though his ‘‘adjusted gross income’’ for 
New York State income tax purposes is adjusted upward or down- 
ward. 

It is important that the proposed statute work satisfactorily in 
the great majority of cases. It is not essential, however, for it to 
achieve theoretical perfection in application to every conceivable 
combination of facts, especially where that might require numerous 
or complicated modifications of the federal definition of income. 
Some relaxation of the rigorous standards of exactitude developed 
under the federal income tax may have to be accepted in the inter- 
ests of simplicity and ease of administration, especially since at this 
writing the maximum state rate is one-half of the lowest federal rate 
and the state tax is deductible in arriving at the federal tax. There 
should therefore be a strong presumption against the introduction 
of unessential modifications of the federal rules which reduce con- 
formity and sacrifice simplicity. 


D. Proposep TREATMENT OF CERTAIN TECHNICAL PROBLEMS 


In addition to determining what modifications of the federal fig- 
ures are appropriate, study has been given to a variety of technical 
problems raised by a federally-based statute. Several of those tech- 
nical problems are discussed below. 

1. Application to husband and wife. For federal income tax pur- 
poses, most married couples file joint federal returns to obtain the 
benefit of the ‘‘income-splitting’’ computation allowed since 1948. 
Many such couples fail to keep separate records of their respective 
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incomes and deductions. Even where separate records are main- 
tained, it is often questionable whether medical, charitable, and 
other outlays made by the wife with funds furnished by the husband 
should be treated as her deductions or as his. 

If both husband and wife file a joint New York State return as 
well as a joint federal return, the joint federal figures for ‘‘adjusted 
gross income’’ and total itemized deductions can easily be carried 
over to the joint New York return. 

If both husband and wife have separate sources of income, how- 
ever, they will usually wish to compute their New York taxes sepa- 
rately, so that each will benefit from the lower state rates applicable 
to the first $15,000 of taxable income. It is therefore necessary to 
have some rule for dividing the joint federal income and deductions 
between husband and wife. This rule must not, however, impose 
upon the state an undue burden in reconciling the separate state 
figures with the joint federal figures. 

One possibility would be to permit a husband and wife each to re- 
port to the state one-half of their joint federal figures. This method 
has the advantage of simplicity. It would, however, adversely affect 
the state’s revenues, because it would permit a wife, having no in- 
come of her own, to report half of her husband’s income, thus shift- 
ing as much as $15,000 from the ten per cent bracket down into the 
lower brackets. Because of the potential revenue loss, this ‘‘income- 
splitting’’ method has not been used in the proposed statute. 

The new statute adopts a much less radical solution to the prob- 
lem of dividing joint federal income figures into separate state in- 
come figures. If a husband and wife have filed a joint federal return, 
they would be permitted to determine separate taxes on their sepa- 
rate New York taxable incomes, but only if they complied with re- 
quirements of the Tax Commission in filing a proposed new type of 
single New York form. This single form would call for a three- 
column classification of salaries, dividends, interest, ete., which 
would show each spouse’s share of the joint figures for each class of 
gross income reported in their joint federal return. This three-col- 
umn arrangement would enable the state to make an easy and inex- 
pensive comparison of the joint figures audited by the Federal Gov- 
ernment with the separate figures reported to the state. 

In the many cases where one spouse has little or no separate in- 
come, a married couple would not have to fill out the three-column 
form, but might elect to determine New York tax on their joint New 
York taxable income as if they were one taxpayer. 

If a husband and wife determine their New York taxable in- 
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comes separately, their New York standard deductions would be 
limited to ten per cent of the aggregate of their separate New York 
adjusted gross incomes, or $1,000, whichever is less. This amount 
could be taken by either spouse or divided between them, as they 
might elect. 

The proposed statute would introduce a similar election with re- 
spect to itemized deductions. Thus, if a husband and wife have item- 
ized their deductions on a joint federal return, the total of those 
itemized deductions could be taken by either or divided between 
them, as they might elect. However, a husband and wife would be 
allowed itemized deductions for New York tax purposes only if both 
elected to itemize. 

2. Application to non-residents. Under the present Tax Law, non- 
residents are taxed by New York State only on income from prop- 
erties, businesses, professions, and occupations within this state.” 
Income from intangibles, such as annuities, interest, dividends, and 
capital gains, is taxable only to the extent that it is a part of income 
from business within the state.°* Non-residents are, however, al- 
lowed deductions only to the extent connected with taxable income 
from sources within the state, with certain exceptions primarily for 
charitable contributions and alimony.*® 

It is therefore apparent that non-residents cannot simply be taxed 
by New York State on the basis of their federal ‘‘adjusted gross 
income’’ and the total of their federal itemized deductions. These 
federal figures must be broken down into New York and non-New 
York components. For this reason, adoption of the federal defini- 
tions of income would not simplify the preparation of New York 
State returns for non-residents. 

It is possible, however, to make limited use of federal income and 
deduction figures in combination with the present New York State 
rules for determining the gross income and deductions of non-res- 
idents. Several proposals have been made for modification of the 
present New York rules applicable to non-residents to correct al- 
leged inequities, particularly the present rules as to allowable non- 
business deductions. One recent proposal would permit a non-res- 
ident to allocate deductions and exemptions in the proportion that 
his income from New York State bears to his total income from all 
sources. 

57 N.Y. Tax Law § 351. 


58 N.Y. Tax Law § 359(3). 
59 N.Y. Tax Law § 360(11). 
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Although the proposed use by New York of federal income and 
deduction figures has no necessary connection with the proposals 
affecting non-residents, it could readily be harmonized with those 
proposals. 

3. Application to optional tax tables. To simplify the computation 
of the New York tax by many small taxpayers, the Department of 
Taxation and Finance has recently published a Tax Table for Short 
Form IT-200 for use in computing taxes for 1959 under the present 
Article 16. This table is modeled after the federal optional tax table 
in section 3 of the Internal Revenue Code, except that it is based on 
‘total income,’’ whereas the federal table is based on ‘‘adjusted 
gross income.’’ The New York table is limited to use by taxpayers 
whose income is derived exclusively from salaries, wages, divi- 
dends, and interest. Both tables allow the taxpayer the benefit of a 
ten per cent standard deduction in lieu of itemized deductions. 

The use of such a table could be continued after the enactment of 
a federally-based New York income tax statute, by basing the New 
York tax table on ‘‘adjusted gross income,’’ like the federal table, 
instead of ‘‘total income.’’ However, for ease of audit, it would pre- 
sumably be desirable to continue the present rule limiting use of the 
table to cases where the New York taxable income consists exclu- 
sively of salaries, wages, dividends, and interest.” 

The proposed federally-based statute will permit a far more dra- 
matic advance toward tax simplification, by the adoption of a table 
from which a resident individual can find the amount of his New 
York tax simply by using the amount of his federal tax rather than 
his New York adjusted gross income. A taxpayer then would not 
have to compute either his New York taxable income or his New 
York adjusted gross income, but would simply use his federal tax 
as the key to finding his New York tax in the table. This new type of 
table is made possible by bringing the New York definition of in- 
come into line with the federal definition, except for modifications 
affecting few taxpayers. 

This new table would be available for use by resident individuals 
with incomes of not more than a given figure, derived from wages, 
salaries, dividends, and interest (other than interest on obligations 
of other states).*' It could also be used by self-employed profes- 


60 For the same reason, it might also be desirable to bar use of the table where the tax- 
payer has governmental bond interest, which would be treated differently for federal and 
state purposes. 

61 Separate New York tables would be provided for taxpayers using the federal ‘‘in- 
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sional individuals whose income is not subject to the unincorporated 
business tax. If this tax were made specifically deductible under the 
Tax Law, taxpayers with business income could also use the new 
table.” 

The principle of the proposed table should not be confused with 
that of the Alaskan tax law, discussed under Starr Tax as PERcENt- 
AGE OF F'eperat Tax and found to be unsuitable for adoption by New 
York. There is a superficial similarity between the two proposals 
because the new table would make possible the determination of the 
state tax without the use of any figure other than the federal tax. 
However, the table would not be based on a flat percentage of the 
federal tax, or even a series of percentages of federal tax. It would 
rather be based upon the precise rate of New York tax as set by the 
Legislature for each bracket of income. A table based only on the 
federal tax is possible because, by meshing the federal tax rates and 
the New York tax rates at each level of income, one can construct 
brackets of income for which the New York tax bears a constant 
relation to the federal tax. The table would compute this ratio for 
the taxpayer, expressed as a dollar amount. (The ratio could also 
be expressed as a percentage of the federal tax.) 

If federal rates were to change, the State Tax Commission would 
issue a new table, but the dollar amount of the resulting New York 
tax for each individual taxpayer would remain the same as before 
the change in federal rates. Moreover, except for ‘‘breakage,’’ the 
amount of the New York tax found in the table would be exactly 
equal to the amount of the New York tax determined without use of 
the table. The same would hold true in case of a change in New York 
rates. In short, the table would simply provide a quick and easy way 
of computing the New York tax under the rates set by the Legisla- 
ture from time to time, but would not in any way make that tax 
depend upon federal tax rates. 

It is believed that such a table would be a substantial convenience 
for hundreds of thousands of small taxpayers for whom the New 
York tax base will be identical with the federal tax base, 7.e., because 
of the absence of modifications for governmental bond interest, ete. 


come-splitting’’ and ‘‘head of household’? computations. However, in the case of married 
couples, both of whom have income and who file joint federal returns, use of the New York 
tax tables could not be made unless they elect to compute their New York tax on their com- 
bined income. 

62 In People ex rel. Froelick v, Graves, 259 App. Div. 30, 18 N.Y.S.2d 418 (3d Dep’t 
1940), the court held that the unincorporated business tax is an income tax and hence 
comes within the provisions of section 360(3) of the Tax Law, which prohibit the deduc- 
tion of income taxes in determining net income. 








V 
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IV. ConstirutionaL Aspects 


A. Vauipity oF STaTuTE BasEep on INCOME UNDER CURRENT FEDERAL 
CopE 


The Wise-Calli amendment of Article III, Section 22 of the State 
Constitution, approved at the general election on November 3, 1959, 
eliminates any possible ground for doubt as to the validity of incor- 
porating federal definitions of income by reference thereto in the 
state Tax Law. The text of the amendment also makes it clear that 
federal definitions so incorporated may reflect changes in such def- 
initions adopted after the enactment of the state statute. 


B. Posstste Metuops or Apoptine Future Fepera AMENDMENTS 


To attain conformity, it is essential that as the federal Code is 
amended from time to time, such amendments result in correspond- 
ing changes in the definition of the taxpayer’s income for New York 
tax purposes. Failure by the state to adopt such federal amend- 
ments would obviously recreate the two sets of rules which the pro- 
posed statute is intended to eliminate. Accordingly, future federal 
amendments must be reflected promptly and easily in the state Tax 
Law. 

One method would be for the state to adopt future federal amend- 
ments ‘‘prospectively.’’ ** Under this method, the proposed state 
statute would refer to the taxpayer’s income properly determined 
for federal tax purposes, not only under the provisions of the In- 
ternal Revenue Code in effect on the date of the enactment of the 
state statute, but also under any amendments of the Code which 
may be enacted by Congress after that date which, for federal in- 
come tax purposes, are made applicable to the taxable year.” 

A second method would be to adopt future federal amendments 
‘‘retroactively.’’ This method would involve a single annual amend- 


63 The text of the amendment is as follows: 

‘‘«Notwithstanding the foregoing or any other provision of this constitution, the legis- 
lature, in any law imposing a tax or taxes on, in respect to or measured by income, may 
define the income on, in respect to or by which such tax or taxes are imposed or measured, 
by reference to any provision of the laws of the United States as the same may be or be- 
come effective at any time or from time to time and may prescribe exceptions or modifica- 
tions to any such provision. ’’ 

64 Alaska, Montana, North Dakota, and Vermont now have personal income tax statutes 
incorporating the federal definition of income applicable to the current year, thus adopting 
all federal amendments prospectively. See ALASKA Comp. Laws § 48—10-5 (1949) ; 84 Rev. 
CopEs Mont. ch. 49, § 84-4905 (1947) ; N.D. Rev. CopE § 57-3821 (1943) ; and 32 V.S.A. 
§ 5603(7) (1959). 

65 In the case of Vermont, this is optional with the taxpayer; otherwise the Vermont 
definition is based on ‘‘the Internal Revenue Code in effect on April 26, 1947.’? 
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ment of the state statute so as to cause it to refer to the taxpayer’s 
income under the Code as modified by all federal amendments of 
the preceding year.” 

Retroactive adoption may be illustrated as follows. The Legisla- 
ture in February, 1960, enacts a state personal income tax, appli- 
cable to income for 1960, based on the federal definition of income 
under the Internal Revenue Code in effect in February, 1960. After 
the close of the state legislative session for 1960, the Congress 
amends the Code provisions applicable to 1960. To maintain con- 
formity, the Legislature at its next session in 1961 would amend the 
state statute to refer to the Code in effect in February, 1961, to the 
extent applicable to income for 1960 for federal income tax pur- 
poses. Such a state amendment would involve a limited measure of 
‘“retroactivity.”’ 

It can be argued in favor of the retroactive method that a state 
statute adopting unknown future federal amendments would, in 
effect, give the Congress ‘‘a blank check,’’ so that the state’s fi- 
nances might be affected by unpredictable and unacceptable changes 
in federal tax policy. If an amendment affecting the current year 
were enacted by the Congress after the close of the legislative ses- 
sion in March, the state would not normally be in a position to nul- 
lify the amendment by an appropriate modification of federal in- 
come or deduction figures until the following January. 

However, any delay in eliminating undesired federal tax changes 
until the next session of the Legislature is likely to cause no diffi- 
culty, since income tax rates have usually remained undetermined 
until then.* Moreover, much of the simplicity of a federally-based 
tax will be lost, unless the state accepts the great majority of future 
changes in federal law and departs from federal law only under 
compelling and unusual circumstances. 

It is noteworthy that since 1917 hundreds of federal tax amend- 
ments have in fact been incorporated—prospectively and automat- 


66 The definitions of income in the personal income tax statutes of Kentucky, Iowa, and 
Idaho refer to the Internal Revenue Code in effect on a specified date. In Kentucky and 
Iowa, this definition has been kept current by amendments of the reference from time to 
time. See Ky. Rev. Star. ch. 141, § 141.010(3) (1955) ; Ky. Laws 1956, ch. 4, § 19 (4th 
Spec. Sess.) ; Iowa CopE ANN. ch. 422, § 422.4(14) (1947), and 58 Iowa G. ANN. 328, ch. 
295, S.F. 51 (1958) ; Ipano CopE § 63-3004 (1946). 

67 State revenues have long depended upon federal decisions on a host of issues vitally 
affecting the size of the income available for taxation by the state, ¢.g., decisions involv- 
ing fiscal, monetary, agricultural, labor, welfare, defense, and foreign policies. Compared 
with the massive effects of federal policies on these issues, revenue fluctuations from 
changes in technical tax rules affecting individuals, e.g., as to income from annuities and 
partnerships, are likely to be less significant. 
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ically—into the New York corporation franchise tax base under 
Article 9-A of the Tax Law. This is the effect of section 208(9), 
which refers to ‘‘the entire taxable income which the taxpayer is 
required to report to the United States treasury department... .’’ 
It is significant that the New York Legislature has seldom amended 
the franchise tax statute to nullify the effect of a change in the fed- 
eral statute. This suggests that continuing conformity is more likely 
to be achieved where affirmative action by the state is required to 
reject, rather than to accept, federal tax amendments.® 

It was primarily to eliminate any possible doubt as to the validity 
of prospective adoption of such amendments that Article ITI, See- 
tion 22 of the State Constitution was recently amended to provide 
express authorization for ‘‘reference to any provision of the laws 
of the United States as the same may be or become effective at any 
time or from time to time... .’’ 

In view of the forty-three years of favorable experience with pro- 
spective adoption of federal changes in the franchise tax base and 
the explicit constitutional authorization of such legislative action, 
it is recommended that a similar procedure be followed under the 
proposed federally-based personal income tax statute. 

It is submitted that personal income tax conformity offers sub- 
stantial benefits both to the state and to its taxpayers and that leg- 
islation embodying this concept will be in harmony with the pro- 
gressive spirit of the State of New York. The text of the proposed 
statute has been drafted to reflect the conclusions stated in this 
Report and Study. 


68 Two additional precedents for prospective adoption of future changes in the tax laws 
of other jurisdictions are found in Article 16. Section 363(1) allows a non-resident a credit 
for income tax paid to the state of his residence if such state imposes an income tax and 
allows a similar credit to residents of New York. Section 363(2) allows a resident a credit 
for income tax for certain taxable years paid to the state from which income is derived, if 
such state does not allow a resident of New York a credit against its income tax for his 
New York income tax. Thus, both section 363(1) and section 363(2) make the amount of 
tax payable to New York depend upon tax legislation enacted by other states from time to 
time. Still other precedents are furnished by section 249-n and section 249-r(9) in the 
estate tax provisions of Article 10-C of the Tax Law, quoted above. For example, the 1954 
federal estate tax amendment, which eliminated the payment-of-premiums test for includ- 
ing life insurance in the federal gross estate, automatically eliminated this test for New 
York estate tax purposes as of the effective date of the federal amendment. 
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ApPpENDIxX A 


EXXcHANGE OF INFORMATION FOR PuRPOSES OF FEDERAL 
AND Locat Tax ADMINISTRATION 


Extract from memorandum prepared by the Bureau of Internal 
Revenue in connection with an exploratory conference concerning 
intergovernmental tax problems and fiscal relations held by the 
Secretary of the Treasury with state and local representatives, 
April 21-22, 1949, 2 Nar’, Tax J. 151, 153 (1949): 


Inspection of Federal Income Tax Returns by State Officials 

By law, Federal income tax returns are open to inspection by state tax 
officials for use in administering the tax laws of the state, or for the purpose 
of obtaining information to be furnished local tax officials for use in admin- 
istering the tax laws of a political subdivision of the state. The application 
for inspection of returns is made to the Commissioner of Internal Revenue 
by the governor over the seal of his state, specifying the tax law involved in 
his request, designating the classes of returns, and listing the names of the 
state tax officials who are to have access to the returns... . 

By regulation, the Commissioner in his discretion may furnish the bases of 
the changes made in cases where the Bureau of Internal Revenue has deter- 
mined the tax liability to be different from that reported by the taxpayer. In 
a so-called tax ‘‘evasion’’ case which has been finally closed by the Bureau, 
the adjusted net income figure is furnished in addition to information con- 
tained in the return as filed. ... 

A variety of information is furnished in accordance with the particular 
needs of the individual states. To illustrate: abstracts are prepared according 
to specifications such as the following: 

1. All changes in net income, whether increases or decreases ; 

2. All inereases in net income ; 

3. Increases in net income above state exemption levels ; 

4. Increases in net income above amount set by the state as productive of 
state tax ; 

5. Item by item changes made by revenue agents according to lists fur- 
nished of particular items, such as interest, dividends, royalties, inventories, 
etc. Such requests are received from states that have intangible tax laws. 

As of December 31, 1948, the transcript service had been extended to 
twenty-eight states. ... 

Most of the states obtained the desired information in the form of abstracts 
or transcripts of returns that are prepared by the Bureau, and for which the 
states pay on a time unit basis... . 

In addition to utilizing this transcript service, nine states sent their own 
representatives to Washington or to collectors’ offices either to microfilm or 
to make hand transcripts of returns, .... 

These methods of obtaining information are available to the states without 
cost to them,.... 
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AppenpDix B 


Some Examp.es oF DirreRENCES BETWEEN F'EDERAL 
AND New York Dertnitions or INCOME 


1. Dirrerences Arrectinc Masoriry or Taxpayers 


(a) Examples involving gross income 

There are several differences in the rules as to what is ineludible 
in gross income that affect the majority of taxpayers. 

(i) United States Government bond interest. Interest on most 
United States Government obligations, including Series E bonds, is 
includible in federal gross income’? but not in New York gross 
income.” 

(ii) First $50 of dividends. The first $50 of dividends from a 
domestic corporation is excludible from federal gross income * but 
not from New York gross income.* 

(iit) Annuities and pensions. A person receiving an annuity or 
pension must amortize his cost for his annuity or pension over his 
life expectancy for federal tax purposes.® New York, however, still 
follows the old federal rule, excluding from gross income all benefits 
in excess of three per cent of cost until the full cost has been recov- 
ered tax-free, after which all subsequent benefits are fully includible 
in gross income.® Hence, every New Yerk annuitant or pensioner 
must figure his annuity one way for federal purposes and a different 
way for New York purposes, even though in the long run the result 
is usually the same under both methods. 

Pensions paid to officers and employees of New York State and 
their subdivisions and agencies are, with certain qualifications, sub- 
ject to income taxation by the Federal Government * but not by New 
York by reason of Article XVI, Section 5 of the State Constitution. 

(iv) Installments of life insurance proceeds. If the proceeds of 
life insurance are received in installments after the death of the 
insured, the interest element in each installment is includible in fed- 
eral gross income. A widow or widower is, however, permitted to 
exclude the first $1,000 of such interest. New York has no compa- 


1I.R.C. § 103(b) (1954). 

2N.Y. Tax Law § 359(2) (d). 

3 L.R.C. § 116 (1954). 

4N.Y. Tax Law § 359(1). 

5 ILR.C. § 72 (1954). 

6 N.Y. Tax Law § 359(2) (b). 

7 LR.C. §§ 72 and 402 (1954) ; Reg. Sec. 1.72-8(a) (1) (1956). 
8 I.R.C. § 101(d) (1) (A) and (B) (1954). ; 
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rable statute but apparently allows the exclusion of the entire inter- 
est element, regardless of the amount and regardless of whether the 
recipient is the widow or widower of the insured.® 


(b) Examples involving deductions 


The differences between federal and New York rules relating to 
deductions probably affect far more taxpayers than the differences 
relating to gross income. 

(i) Ten per cent deduction. Both federal and state statutes allow 
a taxpayer a flat ten per cent deduction in lieu of itemizing his de- 
ductions. The federal ‘‘standard’’ deduction may not exceed $1,000 
($500 on the separate return of a married person).’® The New York 
‘‘optional’’ deduction, formerly limited to $500, was in 1959 in- 
creased to $1,000." 

Under the federal law, the ten per cent is based on ‘‘adjusted 
gross income’? which, with minor qualifications, means gross income 
reduced by all business deductions (or only certain business deduc- 
tions in the case of employees).’* Thus, on his federal return a sole 
proprietor or partner can deduct from his gross income all of his 
business expenses, depreciation, etc., and also claim an additional 
deduction for ten per cent of the balance. 

He cannot do the same on his New York return, however. Under 
state law, the ten per cent is based on gross income unreduced by 
any business deductions.’* Thus, he would have to forego his busi- 
ness deductions to elect the ten per cent deduction. As a practical 
matter, this prevents the use of the ten per cent deduction by most 
business and professional people. Those taxpayers are forced to 
itemize, and keep records of, their non-business deductions for their 
state returns, although this data is not required for their federal 
returns. 

(iw) Medical expenses. Nearly every taxpayer who itemizes his 
deductions is required to make separate federal and New York com- 
putations of his deduction for medical expenses. For federal pur- 
poses,’* a taxpayer under age 65 makes the following calculation 
shown on page 2 of the United States Individual Income Tax Return 
on Form 1040 for 1958: 


9 N.Y. Reg. Art. 72 (as revised in 1946). 
10 I.R.C. § 141 (1954). 

11 N.Y. Tax Law § 360(18), as amended. 
12 T.R.C. § 62 (1954). 

18 See note 11 supra. 

14 T.R.C. § 213 (1954). 
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1. Cost of medicines and drugs in excess of 1 percent of line 

11, page 1 [1.e., ‘‘adjusted gross income’’] Bion thas 
2. Other medieal and dental expenses. . = ii Cw witbiern cians 
a a ar ee ne eee i en ne 
4. Enter 3 percent of line 11, page 1 [1.e., 3% of ‘‘adjusted 

es a eee 
5. Allowable amount (excess of line 3 over line 4). (See 

instructions, page 10, for limitations) = j—= ~~ ........ 


For New York purposes,” the same taxpayer is required to go 
through the following arithmetical exercise, as shown on page 2 of 
the New York State Income Tax Resident Return on Form IT-201 
for 1958: 


29. Total income (Items 21 to 28) Cons sa aex 
DEDUCTIONS 
30. Interest on indebtedness ae 
OL. semee OR PORI property = == —séi ww ww ws 
32. Other taxes (except income taxes) = ~~... 
oo: Sauer Gemmewons 9 0 a Io ie 
On: teh BE Ge OO=se@ ©. 6 hs) Seb eid soy vs © A) eee 
35. Balance (Item 29 minus Item 34) Bo tea 
36. Contributions (Not to exceed 15% ofItem35) = = ........ 
37. Balance (Item 35 minusItem 36) — ——Cis a ew ee 
38. Total medical expenses 
39. Enter 3% of first $6,000 of Item 37 $........ 
plus 5% of balance of Item 37 $........ 
Fe oe ee haere ee 
40. Allowable amount (excess of line 38 over line 
39) (See Instruction Sheet IT—201—X as to 
Ss ee ee 


It will thus be seen that the major difference is that the federal 
medical deduction is based on ‘‘adjusted gross income,’’ 2.e., gross 
income after business deductions but before non-business deduc- 
tions, whereas the New York medical deduction is based on net in- 
come after both business and non-business deductions. The federal 
and New York rules also differ as to the maximum amount of a tax- 
payer’s deduction for medical expenses, particularly in the case of 
an individual over age 65 benefiting from 1958 federal amendments. 

It is hard to see the justification for the differences in the treat- 
ment of medical expenses. Both Federal and State Governments 
apparently agree that (a) some allowance should be made for such 
expenses, (b) to the extent that such expenses are in excess of some 
percentage of the taxpayer’s income representing normal expenses 
for minor illnesses, routine dental care, etc., and (c) not in excess of 


15 N.Y. Tax Law § 360(15). 
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some arbitrary dollar figure. Thus, federal and state laws differ 
only as to the details of computing the minimum and maximum 
amounts of the medical deduction. 

It would seem that there is nothing in the nature of a medical de- 
duction which should require a state to have its own special rules as 
to these details, especially where this entails so much unnecessary 
arithmetic, not only for hundreds of thousands of taxpayers in pre- 
paring their returns, but also for the Department of Taxation and 
Finance in checking these returns. 

(wi) Taxes paid. Federal and New York laws also differ as to the 
deductibility of some of the taxes paid during the current year. The 
Federal Government permits the deduction of foreign and state in- 
come taxes, including any New York income taxes paid for the eur- 
rent year or a prior year.’® New York allows no such deduction,” 
but does permit the deduction of many federal excise taxes (on tele- 
phone and transportation services, etc.) '* which are not deductible 
as taxes under the federal law.’® 

(w) Life insurance premiums. New York also allows a deduction 
for the first $150 of premiums on the taxpayer’s life insurance,” the 
deduction having no counterpart under the federal law. 


2. ApDITIONAL DIFFERENCES AFFECTING TAXPAYERS WITH BUSINESS 
AND INVESTMENT INCOME 


Some taxpayers are also affected by many other differences relat- 
ing primarily to income from their businesses, professions, and 
investments. Such differences may in some cases have an appre- 
ciable effect on the amount of the New York tax liability. 


(a) Examples involving gross income 

(i) Interest on bonds of other states. The Federal Government 
does not include in gross income interest received on bonds issued 
by states and municipalities.*' New York does include such interest 
if received on bonds issued by states other than New York and by 
subdivisions of those states.” 

(ti) Capital gains. Perhaps the single most important difference 
affecting such taxpayers is with respect to the treatment of capital 


16 T.R.C. § 164(a) and (b) (1954). 

17 N.Y. Tax Law § 360(3). 

18 See 1 CCH NEw YorkK STATE TAX REP. J 16-039.22. 
19 T.R.C. § 164(b) (3) (1954). 

20 N.Y. Tax Law § 360(16). 

21 I.R.C. § 103(a) (1) (1954). 

22 N.Y. Tax Law § 359(1). 
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gains and losses. For federal purposes, capital gains and losses are 
divided into long-term and short-term gains and losses, depending 
upon whether the property was held for more than six months be- 
fore being sold.”* Short-term capital gains are fully includible in 
gross income subject to ordinary federal rates. Long-term gains are 
also includible in gross income but are partially offset by a deduc- 
tion of 50 per cent of the amount of net long-term gains in excess 
of net short-term losses.** The tax on such gains is limited by an 
‘‘alternative rate’’ of 25 per cent.” 

New York makes no distinction between short-term and long-term 
transactions. Net gains are not includible in gross income subject to 
ordinary rates, but instead are subject to a separate set of New 
York capital gain tax rates presently ranging from one per cent up 
to five per cent, the latter on net gains of over $15,000.** Each of the 
latter rates represents one-half of the New York ordinary income 
rate applicable to the corresponding bracket. 

In many cases, the New York practice of applying half rates to 
the full capital gain has the same effect as the federal practice of 
applying full rates to half of the gain (assuming that it is a long- 
term gain offset by the 50 per cent deduction and that the ‘‘alter- 
native rate’’ of 25 per cent is inapplicable). However, if a taxpayer 
has ordinary income falling in the New York ten per cent bracket 
and only $1,000 of long-term capital gain, his present New York tax 
on the gain is only one per cent of $1,000, or $10. Under federal rules 
the New York tax on the long-term gain would be ten per cent of 
$500, or $50. 

The federal rules are also less favorable to taxpayers with short- 
term profits from speculation in securities or commodities. Thus, a 
short-term capital gain is subject to federal ordinary income rates 
of as high as 87 per cent,”? but may now be subject to a New York 
capital gain rate of as little as one per cent. 

Capital losses also receive divergent treatment. For federal pur- 
poses, a net capital loss, i.e., the excess of capital losses over capital 
gains, can be deducted from $1,000 of ordinary income during the 
current year ** and each of the five succeeding years.*® Under pres- 
ent New York law, net capital losses cannot be deducted from ordi- 


23 I.R.C. § 1222 (1954). 
24 T.R.C. § 1202 (1954). 
25 I.R.C. § 1201(b) (1954). 
26 N.Y. Tax Law § 351. 
27 L.R.C. §1(e) (1954). 
28 T.R.C. § 1211 (1954). 
29 T.R.C. § 1212 (1954). 
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nary income to any extent, but can only be earried forward against 
capital gains of the five succeeding years.” 

Under federal law, no loss is allowable on the sale of an asset not 
held for profit, such as a personal residence or automobile.*! New 
York law has no similar limitation on the allowability of capital 
losses, and a loss on the sale of such an asset can be used to offset 
capital gains from other sources.* 

For federal tax purposes, stockholders in mutual funds and other 
regulated investment companies enjoy capital gain treatment of 
distributions by the fund out of its long-term capital gains.** For 
New York tax purposes, such distributions are fully taxable as div- 
idends.* 

There are a substantial number of variations in the rules for 
determining whether the taxpayer has made a ‘‘sale or exchange”’ 
of a capital asset, e.g., whether insurance proceeds are received in 
‘‘exchange’’ for property destroyed by fire.** Other variations re- 
late to the determination of the cost or other basis of property to be 
used in computing the gain or loss from its sale or exchange, e.g., 
where the property was given or left to the taxpayer by a deceased 
person.*® 

There are also many differences between the federal and New 
York rules for determining what is a ‘‘capital asset’’ susceptible 
of giving rise to capital gains or losses.** Some of these differences 
are of limited application, e.g., New York has no provision corre- 
sponding to the amendment which denies capital gain treatment to 
an author upon the sale of his book.** 

Perhaps the most important difference in this area is with respect 
to the sale of real estate and depreciable property, such as machin- 
ery and store fixtures, used in a trade or business conducted by a 
sole proprietor or by a partnership. Under the federal law, such a 
sale gives rise to either a capital gain or an ordinary loss, i.e., a loss 
deductible from ordinary income.*® Under New York law, neither 


30 N.Y. Tax Law § 360-a. 

31 I.R.C. § 165(¢) (1954). 

32 See Editorial Comment, 1 CCH N.Y. Stare Tax Rep. § 17-811. 

33 T.R.C. § 852(b) (3) (B) (1954). 

34 See Editorial Comment, 1 CCH N.Y. State Tax Rep. J 16-305. 

35 Section 1231 of the 1954 Code has no counterpart in the New York Tax Law. 

36 Compare I.R.C. § 1014 and § 1015 (1954) with N.Y. Tax Law § 353(3), (4), (5), 
and (6). 

37 Compare I.R.C. § 1221 (1954) with N.Y. Tax Law § 350(12). 

88 I.R.C. § 1221(3) (1954). 

39 I.R.C. § 1231 (1954). 





1960] TO SIMPLIFY NEW YORK INCOME TAX RETURNS 407 


the gain nor the loss is capital, but both are ordinary.*® New York’s 
failure to follow the federal rules for state personal income tax 
purposes discriminates against a small business conducted in the 
form of a sole proprietorship or partnership. Large businesses, 
which are usually incorporated, obtain the benefit of these federal 
rules in computing their incomes subject to the New York franchise 
tax under Article 9-A, which adopts the federal definition of net 
income.*? 

(ut) Fast depreciation. A sole proprietor of, or partner in, a 
manufacturing or merchandising business often suffers from New 
York’s failure to follow federal tax rules adopted in 1954 and ex- 
panded in 1958, allowing fast depreciation of business assets, such 
as buildings, machinery, and fixtures. In lieu of the straight-line 
method, those rules permit the use of several declining balance 
methods ** and also allow additional first-year depreciation under 
certain circumstances.** Here too, New York discriminates against 
a small business conducted in unincorporated form, because a large 
incorporated business is automatically allowed the federal fast de- 
preciation in computing its income subject to the New York fran- 
chise tax under Article 9-A.** 

(iv) Losses of small business corporations. An investor is not 
permitted to deduct from New York ordinary income his loss from 
disposition of stock in a ‘‘small business corporation,’’ although 
such a loss can be deducted from federal ordinary income under a 
recent 1958 amendment.** Similarly, the owners of a corporation 
with ten or fewer stockholders are not permitted, in their New York 
personal income tax returns, to report the current losses or undis- 
tributed profits of a second type of ‘‘small business corporation,’’ *® 
as they may elect to do on their federal personal income tax returns 
under another 1958 amendment.*? 

(v) Operating loss carrybacks and carryovers. New York does 
not allow a deduction corresponding to the federal deduction for 
net operating losses of a business sustained during the three pre- 
ceding years and the five succeeding years.*® 


40 N.Y. Tax Law § 350(12). 

41 N.Y. Tax Law § 208(9). 

42 I.R.C. § 167(b) (2), (3), and (4) (1954). 

43 T.R.C. § 179 (1954). 

44 See note 37 supra. 

45 IR.C. § 1244 (1954). Such losses are capital losses under the New York Tax Law 
(§ 360-a). 

46 Ruling of State Tax Comm’n, 4 CCH N.Y. Stare TAx Rep. { 98-117 (Nov. 17, 1958). 

47 I.LR.C. §§ 1373 and 1374 (1954). 

48 LR.C. § 172 (1954). 
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(vi) Estate and trust computations. Income from an estate or 
trust must be reported by the fiduciary and the beneficiary accord- 
ing to New York tax rules that are different in many technical 
respects from the corresponding and more detailed federal rules.* 
Although some of the federal tax rules are more favorable to tax- 
payers, the New York Tax Law fails to tax the creator of a trust 
on the trust income in many cases where he is taxed under the 
federal Code, e.g., where he has retained the right (a) to revoke the 
trust, (b) to reacquire the trust principal in less than ten years,™ 
(c) to control the beneficial enjoyment of the trust principal or 
income,” or (d) to exercise certain administrative powers to deal 
with the trust property in disregard of conventional fiduciary 
standards. 


(b) Examples involving deductions 

(i) Expenses attributable to exempt income. Both federal and 
New York statutes disallow deductions attributable to exempt in- 
come.** Thus, if a taxpayer incurs expenses in connection with 
investments in securities, he is permitted to deduct only that per- 
centage of such expenses which his taxable income from the securi- 
ties bears to his total (taxable and exempt) income from the 
securities. 

As indicated above, the Federal Government taxes interest on 
federal bonds, but does not tax interest on bonds of states and 
municipalities, whereas New York does not tax interest on federal 
bonds but does tax interest on bonds of states other than New York 
and of their municipalities. 

A taxpayer is therefore required to make one proration of his 
expenses for federal purposes and a second proration for New York 
purposes. 

(ii) Charitable. contributions. Charitable contributions are de- 
ductible for federal purposes up to 20 per cent (sometimes 50 per 
cent) of the taxpayer’s ‘‘adjusted gross income.’’* They are de- 
ductible for New York purposes only up to 15 per cent of the tax- 
payer’s ‘‘net income.’’ °° 


49 Compare I.R.C. §§ 641 through 691 with N.Y. Tax Law § 365. 

50 I.R.C. § 676 (1954). 

51 T.R.C. § 673 (1954). 

52 I.R.C. § 674 (1954). 

53 T.R.C. § 675 (1954). 

541.R.C. § 265 (1954), Reg. Sec. 1.212-1(e) (1957); N.Y. Tax Law § 361(5), N.Y. 
Reg. Art. 111-a. 

55 I.R.C. § 170(b) (1954). 

56 N.Y. Tax LAw § 360(10). 
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Book Review 


TAX INCENTIVES FOR INDUSTRY IN MEXICO. By Stanrorp G. Ross AND JOHN 
B. CHRISTENSEN. Cambridge: Law School of Harvard University, Interna- 
tional Program in Taxation. 1959. Pp. xiii, 256. $3.50. 


Tax Incentives for Industry in Mezico is the report of a two-man team 
sent into Mexico by Harvard’s International Program in Taxation during 
the summer of 1958. The broad purpose of the field study, as part of a larger 
joint research project of the Program and the United Nations, was to ex- 
amine some two decades of Mexican experience with industrial tax-incentive 
legislation. This experience plus the phenomenal growth of Mexican industry 
during the same period seemed to afford an ideal opportunity for a case study 
of the relationship between tax incentives and industrial development. 

The field work was carried out with the cooperation of a number of Mex- 
ican governmental departments and agencies, and data was collected from 
private industry receiving tax benefits under the legislation, as well as those 
industries that had considered attempts to qualify but for various reasons 
had decided the disadvantages outweighed -the benefits. 

The report reveals that the field work, the collating of the empirical data, 
as well as its critical analysis, have been well done. The report commences 
with a review of industrial growth in Mexico, including data in summary 
form on an industry-by-industry basis. This background material indicates 
the recentness of Mexican industrial development. It is therefore understand- 
able that knowledge of economic and social change in the country is not more 
widespread than it is. As recently as 1940, two years after the expropriation 
of the oil properties, Mexico could be characterized, at best, as being in the 
light industry stage of industrialization. Yet less than two decades later, it 
is found to have completed the heavy industry stage of its development. This 
change is revealed in one of the tax incentive rules granting tax exemption 
to ‘‘new’’ products. In recent years, tax exemption on a new-product basis 
has been granted to many items that can have only marginal importance 
from the standpoint of industrial development. 

The report does not neglect analysis of the many factors that have con- 
tributed to the country’s industrial development, and it lays stress on gov- 
ernment policy, commencing with President Camacho’s term in 1940, to 
encourage the balanced development of industry and agriculture. Tax incen- 
tives are thus revealed in their true light, as being simply one of many tech- 
niques available to a modern government engaged in a bootstrap effort to 
improve the economic lot of its people. Far overshadowing tax exemptions 
in the industrial development of Mexico during the past two decades, the 
report shows, inter alia, the following: the creation ahd maintenance of a 
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general climate favorable to private investment; direct aid in the creation 
and maintenance of public services; the studied use of import duties and 
restrictions; the planned use of credit by government agencies (mostly 
through Nacional Fianciera, S.A., a government-owned decentralized 
agency ) ; and tax abatement subsidies. All have influenced industrial growth, 
and the inference is permissible that tax incentives themselves have con- 
tributed little to the present stage of development of industry in Mexico. 

From a technical viewpoint, the principal contribution of the report lies 
in its full description and documentation of the tax-incentive legislation and 
its administration, and in connection with the latter a limited amount of 
attention has been paid to the experience and reactions of the private in- 
vestor. 

Broadly, the present statutory enactment, the Law for the Development 
of New and Necessary Industries of 1954, and its 1955 regulations permit the 
administrative grant of certain tax exemptions to qualifying domestic 
(shareholders may be foreign) corporations (sociedades anonimas). Exemp- 
tion from the following taxes may be granted: partial exemption up to 40 
per cent of income tax payable; a partial exemption from the commercial 
receipts tax; exemption from stamp tax; exemption from export duties (of 
limited application) ; and, most important of all, exemption from highly 
protective import duties. Qualification requires that an applicant must pro- 
vide a ‘‘new”’ or ‘‘necessary’’ product or service, and detailed rules define 
these terms. The duration of the grants of exemption depends upon whether 
the industry is classified as ‘‘basic,’’ ‘‘semi-basiec,’’ or ‘‘secondary,’’ and 
the terms permitted are ten years, seven years, and five years, respectively. 
When a particular company is granted a tax exemption, other companies in 
the same industry are granted the same exemption for the balance of the 
period, provided they otherwise qualify. 

Other conditions that must be met include a showing that there will be a 
ten per cent added value in processing; that 60 per cent of costs is attribu- 
table to Mexican sources; and that the enterprise is economically feasible. 
Still other conditions subject the applicant to quality and price control and 
the training of local technicians. Some of the requirements prescribed by 
the basic statute appear to be disregarded in administration. 

The report concludes with a critique of the economic effects of the tax 
exemption program, which includes an appraisal of prospects of continuing 
such exemptions in a society still in the process of further dynamic change. 

The report as a whole would appear to permit a number of important 
inferences. In the first place, from the standpoint of both domestic and for- 
eign private investment, the leaders of the new Mexico appear to have appre- 
ciated fully the need for creating and maintaining a climate in which private 
investment can flourish without danger from other than normal economic 
risks. That this has been accomplished in less than twenty years after the 
near disastrous land and oil properties expropriations is indeed a tribute to 
Mexican policy-makers since 1940. It was the government’s general attitude 
toward private investment that was considered by private investors them- 
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selves as the single most important factor influencing the investment deci- 
sion. 

In the second place, from the standpoint of administration, as the authors 
of the report conclude, the law’s administrators (the Ministry of National 
Economy and the Ministry of Finance, a dual functioning that is itself 
critically reviewed) have undermined the law by operating on the theory 
that the law does not and cannot encourage new investment, and that there- 
fore they are granting a windfall in exchange for more control over the 
direction being taken by industry. This attitude is reflected in the inordinate 
amount of time (up to two years) required to process an application for 
exemption, as well as in the voluminous nature of the information and data 
often required to be furnished by applicants. But the law itself, with its 
conditions of grant noted above, would seem to permit just this type of ad- 
ministrative control. From the investor’s viewpoint the result has been that 
little reliance can be had on the grant of an exemption except in so far as 
a preliminary sounding out of administrative officials may provide a basis 
for prediction. In fact, most investors begin operations before an exemption 
is granted.! 

A third inference to be drawn from the report is that it should prove 
worthy of analysis by other capital importing countries and those committed 
to, or in the process of, inaugurating or overhauling their own industrial 
development programs. Most Latin countries, for example, have plans; the 
issue appears to be primarily one of technique. In this respect the report 
should provide much needed insights not otherwise available. While apprais- 
als have been made of Puerto Rican experience,” here the private investment 
decision must involve the weighing of the advantages of the availability of 
a free United States market and special treatment under the United States 
Internal Revenue Code,’ factors that are not applicable in the case of Mexico 
and other Latin countries. 

From a policy viewpoint, the report would seem to confirm the view shared 
by the classical theorists and case-study researchers, as well as of the private 
investor, that tax exemption is not a decisive factor in investment.* From 


1 For further analysis of tax incentives offered by various foreign governments, see 
Ross, Foreign Governments’ Tax Incentives for Investment, INSTITUTE ON PRIVATE IN- 
VESTMENTS ABROAD, SW. LEGAL Foun. 285 (1959). 

2 See TAayLor, INDUSTRIAL TAX EXEMPTION IN PuERTO Rico (1957). Further, Puerto 
Rican successes are often presented in the popular mediums of communication as attribut- 
able to tax exemption alone. We have been cautioned that ‘‘there is a very real danger 
that other areas, carelessly imitating Puerto Rico, may fail to integrate tax exemption 
with a broader development program, and may at the same time extend benefits with mis- 
taken generosity to taxpayers who cannot use them—thus uselessly giving away revenues. 
These dangers are recognized and largely avoided in Puerto Rico, but they are fostered in 
other areas where Puerto Rico’s tax exemption is given undue emphasis and treated with 
sweeping generality.’’ Harris, Notes on Tax Exemption and Development, 8 NatT’L Tax J. 
393, 399 (1955). 

3 For a recent discussion, see Kelner and Fingerhut, Puerto Rico—Tax Haven or Tax 
Trap?, 8 CuEv.-Mar. L. REv. 395 (1959). 

#In connection with tax exemption programs in the various states and municipalities of 
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an administrative viewpoint, the report should provide insights on a number 
of important problems involved in administering a tax exemption program. 
The suggested perversion by the Mexican administrators of the basic purpose 
of the law has been alluded to above. In addition, the report points up some 
of the difficulties involved in surveillance and in interpreting the economic 
data in the light of the statutory and regulative standards. It seems clear 
that any policy decision faced by the policy-makers of a developing economy 
might depend in large measure simply on the ability of the tax or finance 
department actually to administer the law.5 

A fourth observation pertains to the psychological values inherent in a 
tax exemption program. The report’s authors simply refer to such values, 
concluding that in the long run the psychological values may constitute the 
most important consequences of a tax exemption program. Admittedly, the 
collection of reliable data in this area would constitute a difficult task for a 
short-term field study. Yet if, in fact, a tax exemption program has the effect 
of developing the confidence of the private investor, a full-scale study of 
the relationship here would seem worthy of the effort. Thus, although the 
mere fact that tax exemption has not been a decisive factor in the investment 
decision, it may constitute a decisive factor on a long-run basis in determin- 
ing whether governmental policy warrants a particular investment. 

Finally, it may be observed that the report as a whole does not suffer from 
the lack of critical analysis, making it more of a critique than straight re- 
porting. The authors and publishers are to be commended for not refraining 
from such analysis in what might have appeared to be a delicate situation 
as guests of a friendly neighbor. 

—Joun C. CHOMMIE * 


the United States, it has been observed that ‘‘ governmental representatives should ac- 
quaint themselves with something which business has known for a long time, i.e., state and 
local tax structures are of relatively small importance in orienting or deterring industrial 
location.’’ Garwood, Taxes and Industrial Location, 5 Nat’ Tax J. 365, 369 (1952). 

5 The problems of tax administration often lie at the heart of tax reform in many cap- 
ital importing countries, See Surrey, Tax Administration in Underdeveloped Countries, 12 
Miami L. Rev. 158 (1958). 

* Associate Professor of Law, University of Miami School of Law. 
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